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PREFACE 

The  present  volume  represents  an  enlargement  and  funda- 
mental revision  of  the  author's  "Brokerage  Accounts,"  pub- 
lished in  1916. 

The  functions  of  the  great  Exchanges  have  not  been  altered 
by  the  march  of  the  extraordinary  events  of  the  last  five  years. 
Their  economic  value  has  become  more  fully  and  more  widely 
recognized  during  and  since  the  World  War.  Their  account- 
ing procedure,  however,  has  had  to  be  very  largely  reconstituted 
to  take  care  of  the  grave  responsibilities  and  the  overwhelming 
volume  of  business  of  these  years. 

In  pre-war  years  the  annual  average  of  bond  sales  totaled 
$800,000,000.  Today  the  volume  of  bond  sales  reaches  very 
near  to  $6,800,000,000.  In  1920  the  sales  of  stocks  approxi- 
mated 224,000,000  shares  as  against  an  annual  average  of 
196,500,000  before  the  war.  To  develop  adequately  the  old 
system  of  accounting  so  that  the  enormous  turnover  of  busi- 
ness could  be  handled  without  a  physical  breakdown  of  the 
recording  machinery  necessitated  the  closest  and  most  intensive 
accounting  study.  The  resulting  elaboration  and  modification 
in  Wall  Street  accounting  procedure  has  made  desirable  a 
thorough  revision  and  modernization  of  the  old  volume. 

It  is  the  author's  hope  that  this  effort  at  a  systematic  presen- 
tation of  a  complex  subject  may  prove  useful  to  his  brother 
accountants,  as  well  as  to  the  brokerage  fraternity  daily  con- 
fronted with  these  technical  accounting  problems. 

Acknowledgment  is  expressed  to  the  following  gentlemen 
for  their  kind  and  generous  assistance :  Charles  R.  Taylor, 
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B.C.S.,  Instructor  at  the  College  of  the  City  of  New  York; 
Arthur  Longendyke  of  the  Secretary's  office,  New  York  Stock 
Exchange;  and  J.  A.  S.  Dunn,  Treasurer  of  the  New  York 
Coffee  and  Sugar  Clearing  Association. 


F.  S.  TODMAN 


New  York  City, 

AugUSt  15,  IQ2T. 
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PART  I 
STOCK  BROKERAGE 


CHAPTER  I 

THE  BROKERAGE  BUSINESS 

Historical  Review 

The  term  "broker"  is  used  in  a  general  sense  to  designate 
a  person  who  acts  as  an  intermediary  in  effecting  an  exchange 
of  economic  goods  or  services.  More  specifically,  however,  the 
expression,  when  employed  in  connection  with  Wall  Street,  is 
confined  to  any  individual  or  concern  engaged  in  the  business 
of  purchasing  and  selling  securities  or  commodities  for  "spot" 
or  future  delivery.  For  the  services  so  rendered  the  broker 
charges  a  commission. 

It  is  interesting  and  instructive  to  trace  briefly  the  origin 
of  the  brokerage  business,  the  practices  and  accounting 
methods  of  which  are  about  to  be  discussed.  Tracing  the 
growth  of  brokers  and  Exchanges  historically,  as  far  back  as 
the  fifth  century,  B.  C,  Proxe  Netae  and  Collegia  Mercatoria 
existed  in  Rome.  The  first  term  applied  to  the  broker;  the 
second,  to  the  institution  of  which  he  was  a  member  and  which 
was  comparable  in  form  to  a  modern  Stock  Exchange.  The 
activities  of  the  Roman  broker  comprised  not  alone  brokerage, 
but  banking  and  exchanging  as  well,  and  he  was  regarded  as  a 
public  officer.  The  broker  of  today  follows  closely  in  the  path 
of  his  predecessor,  as  the  larger  brokerage  houses  maintain 
banking  departments  and  a  depository  for  securities  lodged 
with  them  for  safe-keeping  or  for  sale. 

Formation  of  Stock  Exchanges 

In  the  seventeenth  century,  about  the  time  of  the  establish- 
ment of  the  Bank  of  England,  the  London  Stock  Exchange 
was  founded  by  a  board  of  brokers.  This  action  was  prompted 
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by  the  necessity  of  regulating  acute  competition  among  unor- 
ganized traders  in  securities.  In  order  to  put  an  end  to  this 
competition  recourse  was  had  to  the  rules  and  organization  of 
an  Exchange.  In  this  country  the  founding  of  the  first  Stock 
Exchange  with  fixed  rules  of  government  was  conceived  by  a 
body  of  dealers  in  securities  in  Philadelphia,  who  established 
the  Stock  Exchange  in  that  city  in  the  early  part  of  the  eigh- 
teenth century.  In  1817  the  New  York  Stock  Exchange  was 
established  on  the  lines  of  its  Philadelphia  predecessor.  The 
highest  standard  of  business  ethics  has  been  the  aim  of  these 
institutions  since  their  foundation,  and  their  rules  of  conduct 
are  severe.  Any  infraction  of  the  rules  results  in  either  the 
suspension  or  expulsion  of  the  offending  member.  This 
severity  is  well  merited  when  one  considers  the  great  trust  re- 
posed in  the  broker  by  his  clients.  Not  only  has  the  Exchange 
sought  to  safeguard  the  public  in  its  dealings  with  members, 
but  the  statutory  laws  of  this  state  penalize  infractions  of  the 
trust  so  reposed. 

The  Broker  as  a  Middleman 

The  service  rendered  by  the  broker  as  a  middleman  became 
more  and  more  extensive  and  important  with  the  creation  of 
the  financial  machinery  by  which  industry,  commerce,  and  agri- 
culture are  promoted.  The  form  of  business  known  as  the 
"corporation"  came  into  being  in  the  seventeenth  century,  when 
the  first  great  banking,  trading,  and  colonizing  companies  were 
formed.  The  introduction  of  railroads  in  the  third  decade  of 
the  nineteenth  century  also  greatly  stimulated  the  corporate 
form  of  business,  as  these  new  undertakings  required  larger 
investments  of  capital  than  could  be  furnished  by  any  indi- 
vidual or  firm.  In  the  expansion  of  business  which  followed 
the  harnessing  of  steam  to  industry,  the  corporate  form  of 
organization  became  more  generally  used  for  all  kinds  of  busi- 
ness enterprises.  The  consequent  issuance  of  shares  by  corpor- 


THE  BROKERAGE  BUSINESS  5 

ations  offered  a  standing  invitation  to  make  profitable  use  of 
idle  capital.  Upon  the  broker  devolved  the  middleman's  task 
of  bringing  about  the  union  of  idle  capital  and  the  enterprising 
business  in  need  of  it.  This  union  was  effected  through  the 
sale  of  corporate  securities  to  the  customers  of  the  broker.  As 
previously  explained,  his  individual  efforts  were  transferred 
to  and  regulated  by  the  Stock  Exchange,  where  today  the 
merits  of  corporate  issues  are  first  decided  upon  before  their 
sale  is  permitted  to  the  public  through  the  medium  of  the 
security  market. 

Speculation  in  Securities 

.  With  the  advent  of  the  corporation  and  the  public  sale  of 
its  securities,  speculation  in  such  securities  naturally  followed. 
Customers  were  needed  for  banking,  railroad,  and  industrial 
shares,  and  every  new  enterprise  furnished  additional  material 
for  speculative  ventures.  The  necessity  of  maintaining  a  regu- 
lar and  steady  market  for  shares  of  stock  of  all  kinds  really 
prompted  the  establishment  of  the  modern  Exchange.  Today, 
New  York's  market  quotes  the  prices  of  securities  from  almost 
every  part  of  the  world,  and  day  by  day  it  adds  to  its  list  securi- 
ties which  before  the  war  were  dealt  in  only  on  the  London 
Stock  Exchange.  At  present,  this  gigantic  Wall  Street  bourse 
lists  bond  issues  totaling  more  than  $18,000,000,000,  stocks 
having  a  par  value  of  $17,000,000,000,  and  over  13,000,000 
shares  of  stock  having  no  par  value — an  aggregate  of  wealth 
approximating  at  its  market  valuation  a  sum  of  over 
$40,000,000,000. 

Wall  Street,  in  its  broader  sense,  includes  not  only  the  Stock 
Exchange  and  the  banks,  but  embraces  also  the  Cotton  Ex- 
change, which  affords  a  market  for  the  disposal  of  America's 
annual  cotton  crop ;  the  Produce  Exchange,  which  deals  mainly 
in  cottonseed-oil ;  and  the  coffee  and  sugar  markets.  As  these 
latter  institutions  are  second  in  importance  only  to  the  Stock 
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Exchange  itself,  their  methods  must  also  be  discussed  in  any 
comprehensive  consideration  of  Wall  Street  accounting.  The 
subject  matter  in  the  text  will  follow  the  order  of  importance 
allotted  to  the  respective  Exchanges. 

To  summarize,  it  may  be  said  that  the  evolution  of  our 
modern  Exchanges  has  been  brought  about  by  the  growth  of  a 
natural  economic  need.  The  function  the  Exchanges  perform 
is  to  give  mobility  to  capital,  a  duty  which  is  as  important  as 
creating  wealth  itself.  The  American  Exchange  system  is 
based  on  sound  fundamental  principles  which  justify  its  exist- 
ence as  part  of  the  financial  mechanism  required  to  carry  on  the 
daily  routine  of  civilization. 

Representation  on  the  Exchange 

All  the  more  important  concerns  engaged  in  the  trading  of 
securities  for  the  benefit  of  third  parties  have  representation  on 
the  "Board"  or  "floor"  of  the  Stock  Exchange  in  the  person  of 
a  firm  member.  All  orders  for  the  purchase  or  sale  of  securities 
are  sent  to  him  for  execution. 

Many  concerns,  however,  though  actively  engaged  in  the 
stock  and  bond  business,  have  no  connection  with  the  Stock 
Exchange.  Their  orders  are  given  to  a  brokerage  firm  with 
membership  on  the  Exchange,  and  the  latter  firm  treats  the 
transactions  the  same  as  other  customers'  commitments. 

There  is  still  another  group  of  Stock  Exchange  concerns 
which,  while  operating  on  the  Exchange,  do  not  settle  their 
own  transactions,  leaving  this  matter  entirely  in  the  hands  of 
other  firms.  For  this  service  they  are  charged  a  special  com- 
mission ranging  between  i^  and  5  cents  per  share  on  pur- 
chases or  sales. 

Equipment  of  Broker's  Office 

The  broker,  like  every  other  business  man,  depends  upon 
his  customers  for  his  livelihood.  He  must  therefore  provide 
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a  place  where  his  clients  can  watch  the  fluctuations  of  the 
market  in  which  they  may  be  interested.  To  this  end  a  separate 
office,  known  as  a  "customers'  room,"  is  devoted  to  their  use. 
The  room  is  equipped  with  electric  news  tickers  and  stock- 
quotation  machines,  as  means  of  providing  up-to-the-minute 
information  to  those  engaged  in  stock-market  operations.  An- 
other office  peculiar  to  the  brokerage  business  is  the  so-called 
"wire-room,"  from  which  private  telephones  lead  to  the  various 
Exchanges,  and  which  is  thus  the  center  for  receiving  orders 
for  the  purchase  and  sale  of  securities  and  commodities. 

Relationship  of  Customer  and  Broker 

.  The  transactions  of  the  broker  may  be  either  for  his  own 
account  or  for  the  account  of  others,  or  with  others  jointly. 
The  most  important  and  numerous  transactions  are  for  the 
account  of  others,  covering  obligations  the  broker  contracts  in 
trading  for  their  benefit.  In  such  transactions  he  acts  first  as 
an  agent  who  buys  or  sells  for  those  customers  from  whom 
he  receives  orders.  His  second  position  is  that  of  a  creditor; 
he  is  called  upon  to  advance  sums  of  money  in  order  that  a  con- 
tract into  which  he  has  entered  for  others  may  be  completed, 
and  to  the  extent  of  such  advances  he  becomes  a  creditor  to  the 
person  on  whose  account  funds  are  disbursed.  Invariably, 
whenever  an  advance  is  made,  it  entails  the  receipt  of  collateral 
securities  which  the  broker  holds  as  pledgee  against  such  ad- 
vances. Sometimes  these  transactions  involve  the  safe-keeping 
of  securities,  in  which  case  the  broker  becomes  a  trustee.  In 
that  capacity,  he  owes  to  his  beneficiary  the  proper  discharge  of 
the  duties  created  through  the  establishment  of  the  trust. 

The  relationship  of  the  broker  towards  his  customer  de- 
termines the  method  of  account  keeping,  since  the  question  of 
the  legal  position  of  agency  transactions  arises  in  connection 
with  this  relationship.  Under  the  law,  it  is  the  duty  of  the 
agent  to  keep  separate  and  distinct  from  his  own  affairs  the 


8  STOCK  BROKERAGE 

accounts  relating  to  his  customers'  transactions.  There  must 
be  a  clear  understanding  between  the  broker  and  his  customer 
of  the  legal  obligations  of  both  parties. 

Duties  of  the  Broker 

Briefly  enumerated,  the  legal  responsibilities  and  duties  of 
broker  and  customer  are  as  follows  : 

1.  The  law  of  agency  imposes  upon  the  broker  the  exer- 
cise of  reasonable  skill,  diligence,  and  good  faith. 

2.  The  broker  contracts,  although  only  impliedly,  to  pro- 
vide the  means  with  which  to  make  delivery  to  the  purchaser  in 
the  event  of  a  short  sale  by  a  customer. 

3.  The  broker  also  agrees  to  carry  the  short  account  of  a 
customer  for  a  reasonable  length  of  time,  thus  allowing  the 
latter  an  opportunity  to  buy  in  or  "cover"  such  shortage  at  a 
lower  or  higher  price  than  his  short  sale. 

4.  The  duty  devolves  upon  the  broker  to  notify  his  princi- 
pal of  his  intention  to  close  the  latter's  account  unless  the  mar- 
gin is  sufficiently  increased  to  protect  the  customer's  holdings. 
The  circumstances  of  each  case  determine  the  propriety  of  clos- 
ing an  account,  and  involve  questions  of  reasonable  time,  ade- 
quate notice,  past  habit  of  dealing,  custom,  and  other  factors 
which  preclude  the  establishment  of  fixed  rules  to  govern  the 
broker's  action. 

5.  Inasmuch  as  the  broker  is  an  agent,  he  must  render  an 
accounting  to  the  customer  whenever  such  a  statement  is  de- 
manded.   An  action  may  be  instituted  against  the  broker  upon 
his  failure  to  comply  with  the  customer's  demand  for  a  state- 
ment.    Here,  again,  the  fiduciary  nature  of  the  broker's  em- 
ployment is  manifest. 

Duties  of  the  Customer 

The  customer,  as  well  as  the  broker,  has  duties  to  perform 
and  rules  to  observe  in  his  transactions,  as  follows : 
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1.  The  customer  should  keep  his  account  amply   "mar- 
gined." 

2.  The  customer  must  indemnify  the  broker  for  all  outlays 
and  losses  incurred  for  the  former's  account. 

3.  The  customer  impliedly  agrees  to  pay  the  usual  com- 
mission, and  as  soon  as  his  order  is  filled,  this  charge  automati- 
cally becomes  an  obligation. 

4.  The  customer  impliedly  authorizes  the  broker  to  pledge 
any  securities  purchased  for  his  (the  customer's)  account  for 
an  amount  not  to  exceed  the  total  indebtedness  in  such  account. 
Formerly  this  authority  was  frequently  carried  so  far  as  to 
jeopardize  the  customer's  equity.    To  prevent  this  malpractice, 
a  law  has  been  enacted  which  strictly  forbids  the  broker  from 
overborrowing  on  his  principal's  securities  unless  a  written 
waiver  of  the  law  is  first  obtained.    Violation  of  this  law  makes 
the  offender  liable  for  an  action  in  conversion. 

Rules  of  the  Stock  Exchange 

Both  the  customer  and  the  broker  agree  to  abide  by  the 
rules  and  regulations  of  the  Exchange  where  the  transaction  is 
consummated.  The  constitution  of  the  New  York  Stock  Ex- 
change is  so  hedged  about  with  rules  governing  trading  and 
the  conduct  of  its  members  that  misunderstandings  as  to  the 
proper  procedure  in  dealing  in  securities  are  seldom  referred 
to  court  for  decision. 

Duration  of  the  Agency  Relationship 

The  rights  and  duties  of  the  two  parties,  broker  and  cus- 
tomer, continue  until  the  purposes  of  the  agency  relationship 
have  been  consummated.  They  are  terminated  by  the  sale  of 
the  securities  held  by  the  broker  for  the  benefit  of  his  principal ; 
or  by  a  transfer  of  the  account  and  the  securities  it  contains 
upon  payment  by  the  customer ;  or  upon  payment  for  his  bene- 
fit by  a  third  party. 
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In  cases  where  a  customer  is  "short"  of  the  market,  the 
account  is  technically  closed  at  the  time  of  "cover,"  that  is, 
when  a  purchase  is  made  against  the  previous  sale. 

In  marginal  transactions  it  must  be  remembered  that  the 
broker  advances  the  major  portion  of  the  money  necessary  to 
finance  the  customer's  operations.  Because  of  these  advances, 
he  retains  an  interest  in  the  contract  which  makes  the  agency 
relationship  irrevocable  until  such  time  as  the  full  indebtedness 
shall  have  been  paid. 


CHAPTER  II 

THE  BOOKS  OF  ACCOUNT 

The  Accounting  Department 

The  most  important  department  of  work  in  the  broker's 
office  is  the  accounting  division,  which  in  a  large  organization 
is  divided  into : 

1.  Comparison  and  clearing  house  department 

2.  Blotter  department 

3.  Cashier's  department 

4.  Bookkeeper's  department 

5.  Margin  department 

To  the  comparison  and  clearing  house  department  falls  the 
duty  of  confirming  the  contracts  entered  into  by  brokers  on 
behalf  of  clients  or  for  themselves.  The  blotter  clerks  prepare 
data  relating  to  the  transactions  entered  into,  for  use  by  the 
cashiers,  who  in  turn  attend  to  the  necessary  deliveries,  re- 
ceipts, and  payments  incidental  to  the  purchase  and  sale  of  se- 
curities. The  bookkeepers  record  values  and  keep  other  techni- 
cal records  to  be  discussed  later.  The  margin  department 
attends  to  the  adjustment  of  market  quotations  and  to  the 
transactions  of  customers  engaged  in  marginal  trading,  which 
involves  the  keeping  of  records  showing  the  changes  in  the 
financial  status  of  accounts  caused  by  price  fluctuations. 

Influence  of  State  Law  and  Exchange  Rules  on  Records 

Individual  needs  in  the  business  of  brokerage  require  that 
the  set  of  books  employed  to  record  the  transactions  be  of  such 
construction,  ruling,  and  arrangement  as  to  conform  not  only 
to  the  type  of  the  organization,  but  to  the  somewhat  dictatorial 

ii 
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nature  of  bookkeeping  custom  which  prevails  in  the  "Street." 
The  technical  character  of  the  business  itself  presupposes  a 
set  of  rather  technical  books.  Also,  to  some  extent,  the  books 
are  affected  by  federal  laws  and  by  those  of  New  York  State 
as  well  as  by  rules  of  the  Exchange.  Likewise,  the  by-laws  of 
the  Stock  Exchange  relating  to  the  delivery  of  securities  and 
to  commissions  prescribe  certain  books  which  must  contain 
special  information.  To  illustrate  the  extent  of  Exchange 
supervision,  the  Board  of  Governors,  or  any  special  committee 
which  that  body  may  designate,  may  demand  and  enforce  the 
production  of  all  the  private  books  of  account  used  by  any 
member  of  the  Exchange,  under  pain  of  suspension  or  expul- 
sion. 

Uniformity  in  Brokerage  Bookkeeping 

Unlike  the  books  of  mercantile  or  manufacturing  businesses, 
which  are  so  often  the  unrestricted  selection  of  the  employer  or 
the  bookkeeper  and  vary  in  almost  every  case,  brokerage  books 
are,  to  a  large  extent,  uniform  in  all  brokerage  houses.  What 
is  more,  the  uniformity  persists  in  spite  of  the  fact  that  a  better 
grasp  of  accounting  principles  may  dictate,  in  some  instances, 
a  more  sensible  and  accurate  handling  of  certain  items.  Even 
though  the  books  may  be  elaborated  and  may  vary  as  to  detail, 
the  principles  underlying  the  theory  and  the  construction  of  the 
accounts  remain  unchanged  and  unchallenged. 

Behind  this  supporting  theory  is  to  be  found  the  inviolable 
custom  of  doing  business.  Each  brokerage  house  meets  practi- 
cally the  same  problems  as  does  its  neighbor,  and  the  solution 
and  disposition  of  the  problems  are  universally  well  established. 
There  are  seldom  to  be  met  two  conflicting  theories  to  render  a 
problem  unworkable. 

For  purposes  of  analogy,  let  us  take  two  banks  doing  the 
same  kind  of  business  and  located  in  the  same  vicinity.  As  the 
supreme  authority,  the  banking  laws  are  the  directive  agencies 
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for  the  conduct  of  the  business.  A  strict  adherence  to  banking 
custom,  or  what  may  be  termed  precedent,  would  very  likely  be 
responsible  for  the  establishment  of  some  positive  accounting 
system  which  would  be  found  in  either  bank.  The  introduction 
of  the  clearing  house  brings  new  needs  in  connection  with  the 
records  employed,  which  are  the  same  for  both.  As  a  result  of 
this  we  find  that  the  system  of  accounts  obtaining  in  one  bank 
may  be  safely  expected  in  the  other  bank  doing  a  similar  busi- 
ness. Thus  it  happens  that  the  books  of  account  of  a  business 
like  banking  or  brokerage,  although  highly  developed  and 
diversified  in  character,  are  creatures  of  the  same  necessities, 
and  are  therefore  in  their  important  features  practically  the 
same. 

At  this  point,  the  fundamental  principle  must  be  recalled 
that  books  of  account  are  either  journals  or  ledgers ;  they  either 
recite  facts  or  summarize  them.  If  we  can  take  the  component 
parts  of  the  antiquated  day-book  and  call  one  section  the  pur- 
chase journal,  one  the  sales  journal,  the  third  purchase  returns, 
and  the  fourth  sales  returns,  etc.,  the  division  should  not  be 
confusing,  provided  the  origin  and  character  of  the  books  are 
remembered.  For  the  same  reason  the  high-sounding  and 
technical  names  by  which  the  records  of  the  broker  are  known 
should  not  be  confusing.  Some  of  the  records  are  statistical 
in  nature  and  construction  and  can  scarcely  be  called  financial 
books  of  account.  Others,  of  which  mention  is  made  later, 
indicate,  if  by  no  other  means  than  their  names,  the  class  to 
which  they  belong. 

Records  in  Use 

The  books  of  account  and  record  most  generally  used  in  the 
business  of  buying  and  selling  securities  for  customers  are  as 
follows : 

I.  Order  book 
\/  2.  Purchase  and  sales  book 
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<3.  Blotter 

>4.  Supplementary  or  general  journal 

5.  Customers  ledger 

6.  General  ledger 

7.  Private  ledger 

8.  Private  journal 

•  9.  Stock  ledger  or  securities  record 

10.  Stocks  borrowed  and  loaned  book 

11.  Money  borrowed  and  loaned  book 
^12.  Margin  book 

13.  Stock  transfer  register 

14.  Vault  lists  or  box  book 

15.  Revenue  tax  registers  (required  by  law) 

These  books  and  records,  in  the  order  given  above,  are  ana- 
lyzed and  explained  in  detail  in  the  several  succeeding  chapters. 


CHAPTER  III 
METHODS  OF  RECORDING  ORDERS 

Kinds  of  Deliveries 

Orders  for  the  purchase  and  sale  of  securities  may  be  any 
one  of  the  following : 

1.  "Cash,"  i.e.,  for  delivery  upon  the  day  of  contract. 

2.  "Regular  way,"  i.e.,  for  delivery  upon  the  business  day 

following  the  day  of  contract.    Saturday  is  not  con- 
sidered as  a  delivery  day. 

3.  "At  three  days,"  i.e.,  for  delivery  upon  the  third  day 

following  the  day  of  contract. 

4.  "Buyer's  or  seller's  option"  for  not  less  than  four  days 

nor  more  than  sixty  days  from  day  of  contract. 

The  New  York  Stock  Exchange  rules  require  that : 

All  contracts  falling  due  on  holidays  or  half-holidays  shall 
be  settled  on  the  preceding  business  day,  except  when  two  or 
more  consecutive  days  are  holidays  or  half-holidays.  Con- 
tracts falling  due  on  the  first  of  such  days  shall  be  settled  on 
the  next  business  day. 

On  transactions  for  more  than  three  days  written  contracts 
shall  be  exchanged  on  the  day  following  the  transaction 
and  shall  carry  interest  at  the  legal  rate,  unless  other- 
wise agreed;  on  such  contracts  one  day's  notice  shall  be 
given,  at  or  before  2:15  P.M.,  before  the  securities  shall  be 
delivered  prior  to  the  maturity  of  the  contract. 

Kinds  of  Orders 

Orders  may  be  presented  by  clients  in  different  ways,  e.g. : 
i.  A  customer  may  order  a  purchase  or  sale  of  securities  to 

be  executed  at  the  market.    This  means  that  the  broker  is  to 

IS 
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fill  the  order  immediately  regardless  of  the  price  he  is  com- 
pelled to  pay,  or  the  price  he  is  able  to  obtain,  it  being  intended 
by  the  customer  that  the  purchase  or  sale  be  completed  at  the 
best  possible  offer. 

2.  The  order  may  be  entered  at  a  specified  or  limited  price. 
This  means  that  the  broker  is  compelled  to  follow  the  instruc- 
tions of  his  client  and,  if  the  transaction  is  a  sale,  obtain  for 
him  the  price  the  customer  has  specified,  or  a  better  price  if  con- 
ditions permit  at  that  particular  moment.     In  the  event  of  a 
purchase,  the  broker  may  pay  only  the  price  indicated  in  the 
order,  and  if  he  is  able  to  buy  more  cheaply,  the  customer  re- 
ceives the  benefit  of  the  better  price. 

3.  Another  form  of  order  placed  by  the  customer  is  known 
as  the  "stop-loss"  order.    This  has  reference  to  the  policy  pur- 
sued by  some   speculators  of   limiting  their  possible   losses. 
After  the  purchase  of  certain  shares,  the  tendency  of  the  market 
may  turn  downward.     To  prevent  a  total  loss  of  margin  the 
customer  gives  his  broker  a  stop-loss  order  to  sell  at  a  price 
which  is  invariably  lower  than  the  current  market  price.     Such 
an  order  is  not  fulfilled  until  this  lower  price  is  reached,  in 
which  case  its  immediate  execution  becomes  necessary. 

When  a  customer  is  on  the  short  side  of  the  market  he  may 
wish  to  limit  his  loss.  This  he  can  do  by  entering  a  stop-loss 
order  with  his  broker.  Such  an  order  is  always  entered  above 
the  current  market  price.  If  the  security  later  sells  at  that 
higher  price,  the  stop-loss  order  is  immediately  executed.  All 
stop-loss  orders  are  good  until  executed  or  countermanded,  or 
their  character  otherwise  changed  by  instructions  from  the 
broker's  client.  As  an  illustration,  assume  that  John  Doe  is 
short  of  100  steel  at  85,  and  that  he  desires  to  limit  his  loss  to 
$500,  not  considering  the  commissions  and  tax  charges.  He 
enters  an  order  to  buy  at  90  stop.  This  means  that  the  broker 
cannot  execute  the  order  until  the  stock  sells  at  90  or  above, 
when  the  broker  must  buy  the  shares  at  the  market  price. 
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The  New  York  Stock  Exchange  has  ruled  that  a  stop-loss 
order  to  buy  stock  becomes  a  market  order  when  the  stock  sells 
at  or  above  the  stop  price ;  that  a  stop-loss  order  to  sell  stock 
becomes  a  market  order,  or  one  to  be  executed  at  the  market, 
when  the  stock  sells  at  or  below  the  stop  price. 

Orders  may  be  entered  with  a  broker  to  become  operative 
on  the  occurrence  of  a  certain  event,  or  they  may  be  entered 
for  specific  periods,  such  as  a  day,  a  week,  or  a  month.  It  is 
understood  that  unless  specifically  stated,  all  orders  with  the 
exception  of  stop-loss  orders  are  regarded  good  only  for  the 
day  upon  which  they  are  entered,  and  they  automatically  ex- 
pire at  the  close  of  business  on  that  day. 

Accounting  for  Orders 

For  accounting  purposes,  the  clerk  in  charge  of  the  order 
book  keeps  a  record  of  the  date  upon  which  the  order  is  re- 
ceived; the  time  it  is  entered;  the  name  of  the  customer  and 
the  duration  of  the  order;  the  number  of  shares  to  be  bought 
or  sold ;  the  name  of  the  securities ;  the  price  at  which  they  are 
.to  be  bought  or  sold;  the  date  of  cancellation,  if  the  order  is 
canceled  before  its  execution,  or  in  the  event  of  execution,  the 
price  at  which  the  purchase  or  sale  is  made. 

The  entries  in  the  order  book  are  taken  from  the  original 
order  slips  filed  with  the  order  department.  In  this  department 
an  arrangement  of  telephones  facilitates  the  giving  of  orders  to 
and  receiving  reports  of  executions  from  the  Stock  Exchange. 
Thus  the  office  of  an  important  brokerage  house  is  usually 
equipped  with  private  telephones  over  which  the  bond  orders 
are  transmitted,  others  for  the  transmission  of  orders  in  active 
securities,  and  still  others  for  the  transmission  of  orders  in 
"odd  lots."  Where  the  volume  of  the  transactions  makes 
classification  a  convenience,  books  are  used  to  record  orders  for 
(i)  securities  in  denominations  of  100  shares  or  multiples 
thereof,  (2)  bonds,  and  (3)  odd  lots. 


CHAPTER   IV 

PURCHASES  AND  SALES  RECORDS 

Recording  Transactions 

Executed  orders  are  permanently  recorded  either  on  loose- 
leaf  sheets  or  in  a  bound  book,  whichever  method  answers  best 
the  purposes  of  the  business.  If  the  loose-leaf  system  is  fol- 
lowed, a  copy  of  the  original  order  may  be  inserted  in  the  pur- 
chases and  sales  book  by  an  assistant  in  the  order  room.  This 
would  obviate  a  repetition  of  entry,  which  otherwise  is  neces- 
sary when  reports  of  executed  orders  are  sent  by  the  order  clerk 
to  the  accounting  department  for  entry  in  the  purchases  and 
sales  book. 

To  continue  the  discussion  of  the  advantages  of  loose-leaf 
devices  over  the  bound-book  system  for  entry  purposes,  it  may 
be  remarked  that  the  adoption  of  the  loose-leaf  system  enables 
triplicate  records  to  be  made  out  through  the  use  of  carbon 
sheets.  This  triplicating  process  aids  in  facilitating  the  work 
of  the  office  by  enabling  the  more  important  departments  to 
obtain  immediately  the  reports  of  purchases  and  sales,  without 
having  to  wait  for  this  important  information  until  the  pur- 
chases and  sales  record  is  available,  as  is  otherwise  the  case. 
The  primary  purpose  of  the  adoption  of  the  loose-leaf  system  is 
the  ease  with  which  the  margin  department  and  the  accounting 
department  can  obtain  the  information  required  for  their  bene- 
fit at  various  times  during  the  day.  The  ideal  loose-leaf  report 
sheet  is  about  12  inches  long  by  10  inches  wide  and  contains 
approximately  20  items.  The  set  of  sheets  in  use  can  be  dis- 
tributed at  any  time  to  the  margin  and  accounting  departments, 
one  copy  being  retained  by  the  order  clerk  for  his  files. 

The  bound  book,  which  has  been  supplanted  by  the  loose- 
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leaf  system,  is  cumbersome,  since  the  information  it  contains 
cannot  be  used  by  more  than  one  person  at  a  time.  In  the 
brokerage  business,  where  dispatch  is  so  necessary  for  success, 
departments  must  not  be  made  to  wait  upon  the  convenience 
of  the  old-fashioned  recording  clerk  in  charge  of  the  antiquated 
purchases  and  sales  book. 

The  orderly  arrangement  of  entries  in  the  purchases  and 
sales  book  calls  for  the  date  of  purchase  or  sale;  the  broker 
from  whom  the  securities  have  been  purchased  or  to  whom 
the  securities  have  been  sold;  the  number  of  shares  involved;  a 
description  of  the  securities;  tne  price  of  the  transaction;  the 
time  of  the  day  on  which  the  order  has  been  executed;  and  the 
name  of  the  customer  who  ordered  the  purchase  or  sale.  Form 
i  shows  one  kind  of  purchases  and  sales  book. 

For  accounting  purposes,  transactions  are  classified  into 
two  divisions :  ( I )  those  in  clearing  house  issues  of  100  shares 
or  multiples  thereof,  and  (2)  those  in  ex-clearing  house  issues, 
odd  lots  of  both  kinds  of  issues,  and  bonds.  It  is  found  very 
convenient  to  employ  a  purchases  and  sales  record  for  each 
class.  The  ease  with  which  odd  lots  of  stocks  and  bonds  can 
be  segregated  from  the  clearing  house  listings  makes  this  divi- 
sion a  very  simple  and  expedient  one.  Thus  the  ex-clearing 
house  record  will  contain  odd  lots  of  a  clearing  house  and  an 
ex-clearing  house  nature,  hundred-share  items  of  an  ex-clear- 
ing house  character,  and  bonds  of  all  descriptions.  The  clear- 
ing house  record  is  restricted  to  listings  of  the  clearing  house 
in  lots  of  100  shares  or  multiples  thereof.  The  two  records 
are  similar  in  construction,  the  arrangement  being  such  that  a 
complete  history  of  each  transaction  is  given.  The  transactions 
of  each  day  are  grouped  conveniently  and  chronologically. 

Completing  Purchases  and  Sales  Records 

Between  the  hours  of  10  A.M.  and  3  P.M.  the  accounting 
department,  or,  more  accurately,  the  purchases  and  sales  clerk, 
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receives  from  the  firm's  broker  on  the  New  York  Stock  Ex- 
change memoranda  of  executed  orders.  These  memoranda, 
besides  serving  as  a  basis  for  verifying  the  correctness  of  in- 
formation already  recorded  in  the  purchases  and  sales  records, 
also  help  to  complete  the  record  by  supplying  the  names  of  those 
brokers  from  whom  purchases  or  to  whom  sales  have  been 
made. 

According  to  the  Laws  of  1913,  Chapter  595  of  the  Penal 
Law,  Section  957,  a  broker  must  deliver  to  his  customer  a  state- 
ment or  memorandum  of  each  purchase  or  sale  made  for  the  lat- 
ter, containing  a  description  of  the  securities  purchased  or  sold ; 
the  name  of  the  person,  firm,  or  corporation  from  whom  they 
have  been  purchased  or  to  whom  they  have  been  sold ;  and  the 
day  and  the  hours  between  which  the  transaction  has  taken 
place.  Refusal  to  deliver  such  a  statement  or  memorandum 
within  twenty-four  hours  after  written  demand  for  it  is  made 
by  the  customer,  or  the  delivery  of  a  statement  or  memorandum 
which  is  false  in  any  material  respect,  is  a  misdemeanor,  pun- 
ishable by  fine  of  not  more  than  $500,  or  imprisonment  of  not 
more  than  one  year,  or  both. 

The  memoranda  sent  to  the  customers  as  a  result  of  their 
orders  recite  the  information  taken  from  the  purchases  and 
sales  records.  A  journal  sheet  is  prepared  in  one  typewriting 
process  along  with  the  statement  to  the  customer,  indicating  a 
charge  or  credit.  It  serves  as  a  posting  medium  to  the  cus- 
tomers ledger.  This.point  will  be  touched  on  at  greater  length 
in  a  later  chapter. 


CHAPTER  V 

THE  BLOTTER 

Construction  of  the  Blotter 

The  old-fashioned  and  quite  obsolete  broker's  blotter  might 
be  compared  to  the  day-book  used  in  old-time  commercial  book- 
keeping. The  blotter,  like  the  day-book,  records  every  fact  of 
importance  and  not  only  serves  as  a  basis  for  compiling 
information  for  posting  purposes,  but  also  contains  certain  his- 
torical facts  which  are  to  be  regarded  solely  as  business  memo- 
randa. The  modern  blotter,  through  its  columnarization,  fulfils 
the  growing  need  of  classified  data,  making  it  unnecessary  to 
compile  financial  facts  as  to  the  kind  of  business  done,  as  was 
the  practice  under  the  old  system. 

The  construction  of  the  blotter  depends  very  largely  upon 
the  system  of  accounting  in  use.  Where  there  are  no  under- 
lying or  additional  books  of  original  entry  the  blotter  may  be 
a  combined  cash  and  general  journal,  and  through  the  colum- 
narization, cash  items  can  be  distinguished  from  the  journal 
entries,  affecting  merely  the  transfer  of  debits  and  credits  from 
one  account  to  another.  As,  however,  the  modern  tendency  is 
away  from  rather  than  toward  the  concentration  of  all  entries 
in  a  common  book,  all  cash  items  or  transactions  involving  the 
exchange  of  cash  are  classified  in  a  record  known  as  a  "cash 
blotter,"  whereas  transactions  involving  merely  charges  and 
credits,  not  relating  to  cash,  are  entered  in  a  supplementary  or 
general  journal.  The  purposes  of  segregating  these  two  classes 
of  entries  are,  first,  to  expedite  the  handling  of  items  by  book- 
keepers, and  second,  to  separate  cash  transactions  from  every 
other  kind. 

This  division  of  the  books  should  be  kept  in  mind  when 
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studying  the  system  employed.  As  there  is  no  hard-bound  rule 
compelling  the  separation  of  simple  journal  entries  from  cash 
entries,  it  might  be  well  to  expound  the  principles  underlying 
the  operation  of  the  blotter  which  contains  both  transfer  items 
and  cash  items. 

The  Journalizing  Feature 

Another  salient  feature  which  distinguishes  one  system 
from  the  other  requires  brief  explanation.  Instead  of  the  debit 
and  credit  journal  columns  adjoining  each  other,  as  in  the  two- 
column  journal,  or  appearing  on  the  same  page,  the  debit  en- 
tries affecting  the  accounts  in  the  blotter  are  entered  on  the 
Receive  page,  and  the  credit  items  on  the  adjoining,  or  De- 
liver page.  As  to  cash  entries,  the  method  of  recording  them 
would  be  confusing  to  the  average  bookkeeper,  unless  he  under- 
stood the  technicality  underlying  the  receipt  and  delivery  of 
securities.  Under  the  general  principles  of  the  cash  book,  the  re- 
ceipt of  cash  is  recorded  on  the  left  side  and  the  corresponding 
credit  is  given  to  the  account  yielding  the  benefit.  In  the  case 
of  the  blotter,  however,  the  receipt  of  cash  is  shown  on  the 
Deliver  page.  Again,  the  disbursements  of  cash  in  a  commer- 
cial cash  book  appear  on  the  right  side  of  the  cash  book,  as  evi- 
dencing a  credit  to  cash  and  a  debit  to  the  account  to  which 
the  benefit  was  yielded;  whereas  in  the  blotter  the  disburse- 
ments are  shown  on  the  Receive  page.  This  method  is  an  out- 
growth of  the  idea  that  a  purchase  and  the  consequent  charge 
to  a  customer,  or  a  sale  and  credit  to  a  customer,  are  always 
paramount  to  the  cash  receipts  or  disbursements  which  are  con- 
sidered only  as  incidental  to  the  transactions.  Such  purchases 
and  sales  involve  cash  payments,  and  it  is  therefore  presup- 
posed that  cash  will  be  received  against  delivery,  and  paid  when 
securities  are  received.  On  that  account,  the  entries  in  the  blot- 
ter are  made  as  follows :  Receive  page :  debit  customer  and 
credit  cash ;  Deliver  page :  debit  cash  and  credit  customer. 
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While  it  requires  constant  watchfulness  on  the  part  of  the 
commercial  bookkeeper  to  post  debit  and  credit  items  correctly 
from  the  ordinary  cash  book,  and  while  he  must  keep  the  prin- 
ciple constantly  before  him  that  an  item  on  the  disbursement 
page  is  to  be  read  "debit  account  and  credit  cash,"  the  ar- 
rangement of  the  blotter  is  such  that  when  an  item  appears  on 
the  right-hand  or  Deliver  page  it  is  to  be  interpreted  at  once  as 
a  credit  to  the  account  and  little  mental  exertion  is  required  to 
post  the  entries  correctly. 

Since  the  blotters  serve  as  cash  books,  it  is  necessary  for 
the  cashier  to  adopt  some  means  whereby  the  cash  balances  at 
the  close  of  a  given  day  can  be  carried  forward  to  the  succeed- 
ing day.  The  cash  blotter  is  to  be  looked  upon  as  a  cash  book 
complete  in  itself  at  the  close  of  the  daily  business.  The  bal- 
ance of  cash,  which  under  this  arrangement  is  obtained  by  de- 
ducting the  amounts  on  the  Receive  page  from  the  amounts  on 
the  Deliver  page,  is  carried  to  a  fresh  sheet  and  used  as  the 
opening  entry  for  the  ensuing  business  day.  The  balancing  of 
the  blotter  is  treated  in  greater  detail  in  Chapters  XII  and  XIII, 
where  specimen  blotter  forms  (Forms  93,  9b,  loa,  and  lob) 
are  given. 

Ruling  and  Arrangement  of  the  Blotter 

The  blotters  may  be  bound  or  loose-leaf  in  form.  The  lat- 
ter form  is  preferable,  as  it  affords  greater  facility  both  in 
posting  and  in  dividing  the  work  among  the  clerks  who  have 
charge  of  the  blotters.  By  turning  to  the  blotter  forms  referred 
to  above,  it  will  be  seen  that  for  the  most  part  the  descriptive 
captions  of  the  blotter  columns  are  identical  with  the  headings 
found  in  the  purchases  and  sales  record.  While  from  this  it 
might  appear  that  the  work  is  duplicated,  still  the  repetition 
of  the  items  contained  in  the  blotter  is  for  the  purpose  of  giv- 
ing financial  expression  to  the  purchases  and  sales,  and  other 
items  incidental  to  such  transactions. 
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Alternating  Blotters 

Where  the  bound  blotter  system  is  in  operation  and  the 
volume  of  business  is  large,  the  bookkeepers  often  have  little 
opportunity  to  post  the  items  daily.  This  is  due  to  the  fact  that 
the  blotter  is  balanced  late  in  the  afternoon  and  that  immedi- 
ately afterwards  the  blotter  clerk  begins  to  enter  the  purchases 
and  sales  charges  and  credits,  for  posting  on  the  ensuing  day. 
In  the  brokerage  business  it  is  especially  necessary  for  the 
records  to  be  kept  up  to  date. 

To  avoid  the  disadvantages  of  the  bound  blotter,  many 
concerns  which  still  use  the  system  have  adopted  the  method  of 
alternating  day  blotters.  Under  this  method,  the  use  of  two 
clearing  house  and  two  ex-clearing  house  books  enables  the 
transactions  of  the  preceding  day  to  be  conveniently  posted 
without  interrupting  the  work  of  either  the  cashier's  depart- 
ment or  the  blotter  clerk.  To  this  end  all  clearing  house  trans- 
actions made  by  customers  on  Monday  and  Wednesday  are 
entered  in  a  blotter  known  as  the  "Tuesday  and  Thursday  clear- 
ing house  blotter."  All  clearing  house  listings  which  have  been 
dealt  in  on  Tuesday,  Thursday,  Friday,  and  Saturday  are 
entered  in  the  Monday,  Wednesday,  and  Friday  clearing  house 
blotter. 

All  ex-clearing  house  items  are  treated  in  the  same  way, 
thus  giving  rise  to  the  need  of  a  Monday,  Wednesday,  and 
Friday  ex-blotter,  in  which  the  purchases  and  sales  settled  on 
Tuesday  and  Thursday  are  entered.  The  ex-blotter  of  Tues- 
day and  Thursday  carries  also  all  petty  cash  entries,  which  are 
frequently  "put  through"  or  posted  on  Saturday.  In  order, 
therefore,  that  the  name  of  this  book  shall  cover  its  contents 
fully,  it  is  usually  called  the  "Tuesday,  Thursday,  and  Saturday 
ex-blotter." 

Any  cash  receipts  or  disbursements  other  than  those  inci- 
dental to  the  purchase  or  sale  of  securities  are  entered  in  the 
ex-clearing  house  blotter  used  on  the  day  on  which  the  receipts 
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are  obtained  or  the  disbursements  are  made.  The  same  holds 
true  of  adjustment  entries,  where  the  system  of  accounts  does 
not  include  a  separate  supplementary  or  general  journal  already 
referred  to.  Thus,  the  Monday,  Wednesday,  and  Friday  ex- 
blotter  might  contain  an  odd-lot  purchase  made  on  Saturday, 
and  under  the  same  date  there  might  also  appear  an  entry  re- 
cording the  receipt  of  $500  as  margin  from  a  customer.  In 
other  words,  cash  disbursements  and  cash  receipts  are  posted 
to  the  various  accounts  concerned  upon  the  date  the  cash  is  ex- 
changed. 

Distinction  Between  the  Blotters 

The  clearing  house  and  the  ex-clearing  house  blotters  are 
identical  as  to  form.  They  differ  only  in  the  uses  to  which 
they  are  put  and  in  the  method  of  balancing  them.  Thus,  the 
ex-clearing  house  blotter  serves  to  record  all  the  issues  of 
stocks  and  bonds  entered  in  the  ex-clearing  house  purchases 
and  sales  books,  as  stated  in  Chapter  IV.  The  record  performs 
the  additional  function  of  a  journal  in  the  matter  of  adjust- 
ment entries  and  of  a  cash  book  in  recording  the  cash  receipts 
and  the  disbursements  of  the  business.  Another  of  its  func- 
tions is  to  control  the  clearing  house  items  after  they  have 
passed  through  the  Stock  Exchange  clearing  house.  As  can  be 
seen,  the  clearing  house  blotter  serves  only  the  purpose  of  en- 
tering such  issues  as  come  directly  under  the  jurisdiction  of 
the  clearing  institute,  leaving  the  incidental  cash  exchanges  to 
the  ex-clearing  house  records.  Where  all  cash  items  are 
grouped,  as  under  the  modern  system,  the  ex-clearing  house 
blotter  is  known  as  the  "cash  blotter." 


CHAPTER  VI 

THE  LEDGERS 

Classification 

The  ledgers  used  in  the  stock  brokerage  business  may  be 
classified  as  (i)  customers  ledger,  (2)  private  ledger,  and  (3) 
general  ledger.  Some  brokerage  houses  combine  them  all  into 
one  general  ledger.  However,  as  this  is  not  generally  done, 
the  form  and  ruling  of  each  ledger  is  here  considered  sepa- 
rately. 

The  Customers  Ledger 

On  the  debit  side  of  the  customers  ledger,  which  is  usually 
a  loose-leaf  arrangement,  the  following  columnar  division  is 
generally  employed :  date,  explanation,  price  and  amount  (to  be 
charged).  In  case  of  a  purchase  the  commission,  which  ranges 
between  $7.50  and  $20  per  100  shares,  is  not  entered  as  an  addi- 
tion to  the  purchase  price,  but  is  included  as  part  of  the  total 
cost  of  the  purchase,  i.  e.,  the  amount  to  be  charged.  Thus,  in 
the  purchase  of  100  shares  of  United  States  Steel  common 
at  104,  the  cost  will  appear  as  $10,415  and  not  $10,400. 
In  other  words,  the  commission  charge  is  added  to  the  cost  of 
the  shares,  and  the  total  placed  in  the  amount  column.  Besides 
purchases,  the  interest  charges,  computed  monthly,  and  the 
record  of  the  net  longs  are  shown  on  the  debit  side  of  the  cus- 
tomer's account.  Long  securities  may  represent  securi- 
ties deposited  as  margin  against  purchases  or  short  sales,  or 
may  represent  net  purchases  of  the  same  securities. 

The  credit  side  of  the  account  records  the  sale  of  stocks 
and  bonds  and  the  delivery  of  securities  to  a  customer  for  the 
account  of  the  customer  against  liquidated  balances;  also  cash 
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payments  made  on  account  of  margin.  Net  short  securities  of 
a  similar  class  are  brought  down  after  balancing  the  account. 
By  the  expression  "short"  is  meant  the  selling  of  shares  not 
previously  purchased  or  held,  but  sold  with  the  expectation  of 
realizing  a  profit  through  the  decline  in  value  of  such  shares. 
The  subsequent  purchase  of  shorts  is  known  as  "short  cover- 
ing" or  "cover." 

The  General  Ledger 

The  general  ledger  contains  the  usual  nominal  accounts, 
the  asset  and  liability  accounts,  and  a  record  of  the  proprietors' 
interests.  It  does  not  carry  the  customers  and  the  private  ledger 
accounts  when  these  are  contained  in  the  other  ledgers. 

The  bound-book  form  is  preferable  for  the  general  ledger 
if  a  customers  ledger  is  in  operation ;  otherwise  it  is  more  prac- 
tical to  use  a  loose-leaf  arrangement  for  two  reasons :  First, 
the  accounts  of  the  customers,  by  reason  of  their  voluminous 
character,  must  be  carried  forward  so  often  that  the  loose 
sheets  afford  the  only  practical  means  of  keeping  the  respec- 
tive accounts  intact.  Second,  the  loose  sheets  are  desirable  be- 
cause of  the  frequent  change  in  the  clientele  of  a  brokerage 
concern,  making  the  insertion  or  the  withdrawal  of  sheets  con- 
stantly necessary. 

The  ruling  of  the  general  ledger  sheet  does  not  differ  from 
the  standard  ledger  ruling,  except  that  the  explanatory  column 
is  wider  in  order  that  transactions  may  be  fully  recorded. 

Hedged  Accounts 

An  account  may  be  long  and  short  at  the  same  time.  As 
an  illustration,  a  customer  may  be  long  of  Union  Pacific  and 
short  of  United  States  Steel.  Such  an  account  is  said  to  be 
"hedged."  It  is  a  mixed  account,  containing  items  reflecting 
contradictions  or  opposite  tendencies. 

The  term  "hedged"  also  means  a  condition  of  an  account 
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in  which  the  prominent  feature  is  the  sale  of  a  different  secur- 
ity from  the  one  long,  or  the  purchase  of  a  different  security 
from  the  one  short.  The  true  purpose  of  such  trading  is  to 
check  losses  from  a  declining  market  when  long  stock  is  car- 
ried or  from  an  advance  in  prices  when  short  stock  is  carried. 

The  status  of  some  accounts  which  will  be  found  spread 
upon  the  customers  ledger  will  be  quite  alarming  when  the 
point  is  reached  for  preparing  the  balance  sheet,  compiling  the 
table  of  equities  (Form  I2b,  Chapter  XVI),  or  computing 
monthly  interest  charges  on  the  customers'  accounts.  Taking 
a  hypothetical  case,  let  it  be  assumed  that  John  Wilson  pur- 
chases 100  shares  of  Steel  at  104,  and  that  upon  this  purchase 
he  deposits  the  sum  of  $1,000  as  margin  (equivalent  to  10 
points).  His  debit  balance  then  is  $9,415,  against  which  he 
retains  an  equity,  or  margin,  in  his  holdings.  In  technical 
parlance,  this  is  a  "long"  account.  The  market  declines, 
and  in  order  to  check  further  loss  he  elects  to  sell  100 
shares  of  Union  Pacific  at  128.  After  deduction  is  made  for 
the  usual  charge  for  commission  and  tax,  the  proceeds  from 
the  sale  of  Union  Pacific  are  $12,776.  By  reason  of  this  sale 
Wilson  receives  a  credit,  and  the  account  at  this  point  is 
hedged.  Wilson's  account  will  then  have  a  credit  balance  of 
$3,361.  This  is  a  fictitious  credit,  and  the  status  of  the  ac- 
count is  explained  by  the  statement  that  such  a  credit  exists 
subject  either  to  certain  short  covering  or  the  sale  of  longs. 

Wilson  has  a  margin  on  the  Steel  stock.  If  he  should 
either  deliver  the  Union  Pacific  to  his  broker  or  cover  the 
stock,  his  account  will  again  become  one  of  like  tendencies 
— a  simple  account  technically  known  as  a  long  account.  Or, 
if  the  Steel  stock  should  be  sold,  the  account  will  assume  the 
simple  form  of  a  short  account.  In  the  latter  case  Wilson  will 
retain  an  equity  in  his  short  Union  Pacific  to  the  extent  of  the 
balance  of  $1,000  deposited  as  margin,  less  any  loss  or  interest 
charges  which  he  may  suffer  on  his  Steel  stock. 
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This  mixed-account  difficulty  may  DC  overcome  by  setting 
up  separate  short  accounts  for  the  purpose  of  segregating  short 
sales  of  the  customers  from  their  long  purchases,  which  are 
shown  by  their  long  accounts.  This  practice  is  the  correct 
one,  although  the  one  first  described  is  followed  in  many 
brokerage  houses,  which  are  lax  in  observing  correct  account- 
ing principles. 

Objections  to  the  Hedged  Account 

Here  the  fictitious  and  misleading  results  of  the  mixed  or 
hedged  account  should  be  pointed  out.  Besides  the  difficulty  in 
reading  hedged  accounts,  another  objection  is  the  complexity 
encountered  in  the  computation  of  interest.  As  an  illustration 
of  this,  take  the  account  of  Wilson,  instanced  above.  His  ac- 
count shows  a  credit  balance  of  $3,361,  with  100  shares  of 
Union  Pacific  short  and  100  shares  of  Steel  long.  The  pur- 
chase price  of  the  Steel  may  be  lost  sight  of,  as  well  as  the 
sales  price  of  the  Union  Pacific,  particularly  if  the  transactions 
are  of  long  standing.  There  is  no  balance  on  which  interest 
may  be  properly  computed,  since  the  account  shows  only  a  con- 
ditional credit. 

The  objections  to  mixed  accounts  can  be  summarized  thus  : 

1.  Difficulty  is  experienced  in  calculating  interest  on  ad- 
vances made  against  customers'  long  transactions,  since  each 
month  the  proceeds  of  short  sales  must  be  separated  in  the 
account  from  the  charges  occasioned  by  long  purchases. 

2.  The  balance  in  an  open  account  resulting  from  mixing 
long  contracts  with  incomplete  short  commitments  is  fictitious 
and  misleading.     The  practice  can  be  likened  to  mixing  Ac- 
counts Payable  with  Accounts  Receivable  and  calling  the  pre- 
ponderating balance  Accounts  Receivable,  or  Accounts  Pay- 
able, as  the  case  may  be. 

3.  In  the  preparation  of  the  balance  sheet  great  caution 
must  be  exercised  in  listing  the  balances  of  mixed  accounts 
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since  an  over-  or  an  under-statement  of  Accounts  Receivable 
or  Accounts  Payable  would  always  result,  unless  each  individ- 
ual account  is  first  analyzed  and  the  component  long  and  short 
balances  are  separately  set  up. 

4.  Great  difficulty  is  experienced  by  the  average  customer 
in  reading  the  monthly  statement  showing  his  longs  and  shorts 
combined  in  one  account.    The  statement  in  its  simplest  form 
is  generally  difficult  enough  to  interpret  without  injecting  into 
it  material  that  renders  it  altogether  unintelligible. 

5.  Bookkeepers  ignorant  of  proper  accounting  principles 
often  resort  to  the  unhappy  method  of  hypothetically  charging 
to  the  customers'  accounts  at  the  end  of  each  month  a  sum 
which  is  calculated  to  measure  the  cover  value  of  short  com- 
mitments.   In  doing  this  they  in  the  first  place  violate  a  princi- 
ple of  accounting,  since  they  charge  customers  with  transac- 
tions unsupported  by  either  journal  entries  or  vouchers,  and  in 
the  second  place  they  violate  a  rule  of  agency  by  making  such 
arbitrary  charges  in  their  accounts  without  specific  instructions 
from  their  customers.    Even  if  the  charges  so  made  are  sub- 
sequently reversed,  the  bookkeepers  have  no  authority  to  clutter 
the  accounts  with  values  which  do  not  exist. 

Customers  Ledger  and  General  Ledger 

In  accordance  with  ordinary  accounting  principles  the  cus- 
tomers ledgers  are  operated  as  subsidiary  to  the  general  ledger, 
and  it  is  in  the  latter  that  the  customers'  controlling  accounts 
appear.  Under  the  blotter  system  of  posting  to  customers'  ac- 
counts, there  is  to  be  found  in  the  columnarization  of  the  blot- 
ter special  columns  for  debits  and  credits  to  customers,  by 
reason  of  purchases  or  sales,  money  received  from  or  dis- 
bursed to  them,  or  any  other  charges  or  credits  incidental  to 
the  transactions  occurring  in  the  regular  course  of  business. 
While  the  individual  debits  and  credits  are  posted  respectively 
to  the  accounts  in  the  customers  ledger,  the  total  footings  in 
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the  blotter  under  those  captions  are  posted  to  the  controlling 
accounts  in  the  general  ledger. 

Definition  of  Customers 

The  term  "customer"  as  employed  in  Wall  Street  differs 
greatly  from  the  usual  interpretation  of  this  word.  In  a  finan- 
cial sense  the  term  refers  to  a  trader — a  purchaser  or  seller  of 
securities  for  either  investment  or  speculation.  A  customer's  ac- 
count may  show  a  debit  balance  with  securities  long.  The  value 
of  the  securities  at  the  market  price  should  usually  exceed  the 
amount  of  the  debit  balance,  and  to  the  extent  of  his  margin, 
the  customer  is  a  creditor.  On  the  other  hand,  the  account  may 
show  a  credit  balance  with  securities  short.  Here,  again,  the 
cover  value  of  the  securities  should  be  considered  in  order  to 
determine  the  true  status  of  the  account.  Generally  speaking, 
it  is  very  difficult  to  class  the  customer  as  debtor  or  creditor,  for 
he  may  be  both  in  the  broad  sense  of  these  terms. 

The  Private  Ledger 

It  is  often  advisable  to  keep  from  the  minor  clerks  who  have 
access  to  the  books  a  knowledge  of  the  income  of  the  concern, 
the  capital  accounts  of  the  proprietors,  and  other  vital  business 
accounts.  When  this  is  desired,  the  private  ledger  is  adopted. 
It  is  kept  upon  the  same  principles  of  accounting  as  the  cus- 
tomers ledger,  so  that  a  necessary  controlling  account  has  to 
be  maintained  in  the  general  ledger.  The  balances  it  contains, 
or  their  totals,  must  appear  in  the  trial  balance. 

Notwithstanding  the  advantages  of  the  private  ledger,  the 
accounts  belonging  to  it  are  often  incorporated  in  the  general 
ledger. 


CHAPTER  VII 

THE  MARGIN  AND  SECURITIES  RECORDS 

Trading  on  Margin 

Stock  trading  is  for  the  most  part  done  on  margin,  i.e., 
the  customer  deposits  with  his  broker  a  part  of  the  purchase 
cost.  It  will  give  a  clearer  idea  of  the  margin  system  to  re- 
gard the  marginal  deposit  as  an  instalment  on  the  stock,  or  as 
a  payment  on  account  of  an  option.  The  system  of  margins 
allows  the  trader  to  carry  a  large  line  of  securities  with  a  com- 
paratively moderate  cash  capital,  with  the  result  that  his  re- 
turns are  much  greater,  if  he  is  successful,  than  they  would 
be  if  he  were  required  to  pay  the  whole  purchase  price.  To 
illustrate,  if  he  deposits  a  lo-point  margin  ($10  per  share)  on 
a  stock  selling  at  $100,  he  can  carry  ten  times  as  much  stock 
on  margin  as  he  could  if  he  had  to  pay  the  full  purchase  price, 
and  his  profits  or  losses  will  be  correspondingly  increased. 

The  Margin  Record 

The  customers'  stock  margin  record  is  probably  the  most 
carefully  watched  of  all  the  broker's  books.  It  should  show  at 
all  times  the  status  of  the  customers'  accounts,  whether  they  be 
long,  short,  or  hedged.  If  stocks  fall,  it  shows  when  and  to 
what  extent  more  margin  must  be  called.  Or  if  a  customer 
is  operating  on  a  credit  extension  allowed  him  by  the  broker, 
it  shows  just  how  far  this  has  gone  and  how  nearly  the  cus- 
tomer has  reached  his  limit.  If  the  margin  book  is  not  closely 
watched,  the  neglect  may  cause  the  broker  heavy  personal 
loss. 

The  record  of  margins  in  operation  may  be  adequately 
kept  either  by  means  of  a  loose-leaf  book  or  by  a  card  sys- 
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tern.  Whether  the  one  or  the  other,  it  should  be  arranged  to 
show  at  a  glance  the  name  of  the  account;  the  number  of 
shares  long  or  short;  the  description  of  such  shares;  the  net 
price,  including  commission;  the  market  price  of  such  stocks; 
any  losses  or  gains,  as  ascertained  by  comparing  the  prevail- 
ing market  price  with  the  cost  price;  the  margin  deposit; 
and,  either  in  points  or  percentages,  the  margin  remaining  to 
carry  such  commitments.  When  this  arrangement  is  fol- 
lowed, it  is  essential  that  all  facts  be  presented  quickly,  sys- 
tematically, and  logically. 

Greater  expedition  in  the  handling  of  margins,  however,  can 
be  obtained  through  the  adoption  of  the  equity  system,  illus- 
trated in  Form  2.  The  arrangement  of  this  form  is  as  follows : 


'a; 


NO.  OF 

SHARES 


IOO 


DESCRIPTION 


MARKET 
PRCE 


J*±- 


DEBIT 


CREDIT 


EQUITY 


Saoo  - 


Form  2.     Margin  Sheet — Equity  System 

The  name  of  the  customer,  his  position  in  the  market,  whether 
long  or  short,  the  number  of  shares,  description  of  stock, 
market  price,  debit,  credit  and  equity  columns. 
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The  form  is  self-explanatory,  excepting  probably  the  uses 
of  the  debit  and  credit  columns.  They  are  introduced  into  the 
form  as  a  guide  to  the  margin  clerk  concerning  the  amount  due 
in  the  account  of  a  customer  who  owes  a  balance  to  his  broker 
against  securities  which  are  to  be  taken  by  such  customers ;  or, 
in  the  case  of  a  credit  balance  due  to  the  customer,  mention  is 
made  thereof  in  the  credit  column,  as  a  guide  to  the  margin 
clerk.  This  system,  which  also  employs  the  loose-leaf  arrange- 
ment, carries  merely  a  record  of  the  margin  remaining  after 
adjusting  the  purchase  price  or  the  sales  price  in  a  short  trans- 
action to  the  present  market  price,  and  necessitates  the  carry- 
ing on  the  books  of  only  the  last  market  price.  The  system  is 
shown  in  the  following  example : 


Debited  with  purchase 
price  of  100  Studebaker 
bought  at  140 $14,000.00 


Leaving  a  net  debit  due 
his  broker  of $12,000.00 


Deposited  with  his  broker, 
a  margin  of $2,000.00 


Present  market  value  of 
loo  Studebaker 

Leaving  an  equity  to  the 
credit  of  A  amounting 
to.  . 


$13.500.00 


$1,500.00 


A's  ACCOUNT  (Second  Assumption) 


Debited  with  purchase 
price  of  i  oo  Studebaker 
bought  at  140 $14,000.00 

Leaving  a  net  debit  due 
his  broker  of $12,000.00 


Deposited  with  his  broker, 

a  margin  of $2,000.00 


Present  market  value  of 

100  Studebaker $14,200.00 

Leaving  an  equity  to  the 
credit  of  A  amounting 
to $2,200.00 


According  to  this  illustration,  A  has  $2,000  as  margin  and 
has  purchased  lOO  shares  of  Studebaker  at  140.    The  margin 
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clerk  subsequently,  as  the  market  changes,  substitutes  for  the 
purchase  price  the  prevailing  market  price,  which  becomes  the 
basis  for  other  adjustments.  Assume  that  the  last  market  price 
is  135.  Thus  the  margin  record  will  appear  as  follows:  long, 
100  Studebaker  at  135  (market  price),  margin  $1,500.  If  in 
the  course  of  time  the  price  rises  to  142,  the  price  is  adjusted  to 
142  and  the  margin  is  changed  to  $2,200.  (Commission  and 
tax  charges  have  been  omitted  to  simplify  the  illustration.)  This 
system  is  adopted  by  the  larger  brokerage  houses,  where,  with 
the  least  amount  of  detail,  the  best  results  are  obtained. 

The  loose-leaf  margin  record,  rather  than  the  card  system, 
is  the  more  practical  and  convenient  in  handling.  The  card 
system  carries  with  it  the  usual  liability  of  the  destruction  or 
misplacement  of  the  cards  when  most  needed.  It  is  to  be  under- 
stood that  the  sheets  should  be  arranged  in  alphabetical  se- 
quence, to  expedite  the  location  of  accounts. 

The  usual  marginal  requirements  are  10  points  on  the  num- 
ber of  shares  held.  Frequently  a  percentage  of  the  cost  value 
will  be  required,  but  this  depends  altogether  upon  the  policy 
of  the  broker  or  the  nature  of  the  stock  carried,  whether  highly 
speculative  or  otherwise.  In  the  case  of  a  hedged  account  the 
requirements  may  be  less. 

Operations  on  Margin 

All  accounts,  including  those  of  the  operator,  speculator,  or 
small  trader,  must  be  carefully  watched  in  order  to  know  when 
the  calling  point  for  additional  margin  is  reached,  or  to  ascer- 
tain the  standing  of  the  account  after  added  lines  have  been 
taken  on.  In  other  words,  it  must  be  determined  if  the  account 
is  well  enough  margined  to  warrant  an  increased  interest  in  the 
market,  either  long  or  short. 

To  illustrate,  let  it  be  assumed  that  a  customer  purchases 
100  shares  of  Steel  common  at  104,  depositing  the  usual  10 
points,  or  $1,000.  His  margin  sheet  would  reflect  this  pur- 
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chase.  If  the  market  price  of  Steel  remains  unchanged,  the 
customer  retains  his  equity  of  $1,000,  less  commission  and  tax 
on  the  transaction.  Assuming,  however,  that  the  price  of  Steel 
declines  to  99,  the  account,  or  condition  of  margin,  will  show 
an  equity  of  approximately  $500,  or  5  points,  since  the  loss  in 
the  value  of  the  stock  has  consumed  the  other  portion  of  the 
margin  deposited.  On  the  other  hand,  if  the  value  of  the  Steel 
stock  rises  5  points  to  109,  the  equity  or  margin  is  increased 
from  the  original  $1,000  to  approximately  $1,500,  or  from  10 
to  about  1 5  points. 

The  broker  must  keep  a  constant  watch  on  the  margin  rec- 
ords. When  a  severe  decline  occurs,  customers  must  be  asked 
for  additional  margin,  in  order  that  the  condition  of  their  ac- 
counts may  be  improved  and  the  margin  on  their  securities  be 
brought  up  to  the  proper  percentage  of  the  market  prices.  The 
vital  importance  of  this  matter  is  further  shown  in  Chapter 
XVI  in  connection  with  the  treatment  of  equity  tables. 

Selling  at  a  price  which  will  prevent  loss  to  the  broker  or 
will  limit  his  customer's  loss  is  called  a  "stop-out."  If  the  cus- 
tomer overlooks  a  call  for  margin,  the  broker  frequently  sells 
him  out,  which  sometimes  results  in  a  loss  of  the  entire  margin, 
and  the  customer  is  then  said  to  be  "sold  out"  or  "stopped  out." 
Such  selling  saves  the  broker  if  done  in  time;  but  if  he  delays 
it  too  long,  he  may  suffer  a  financial  loss  himself.  Thus,  if 
the  price  of  Steel  bought  on  margin  at  104  declines  to  92  it 
would  be  beyond  the  exhaust  point,  and  not  only  would  all  mar- 
gin be  lost,  but  the  broker  would  himself  incur  a  loss.  The  ac- 
count would  then  show  a  deficit.  Legal  action  for  the  recovery 
of  the  amount  of  the  deficit  could  be  begun  by  the  broker,  and 
his  suit  would  succeed  if  he  had  followed  all  the  necessary  legal 
requirements  before  selling  out  the  account.  Such  require- 
ments embrace  the  sending  of  a  registered  letter  to  the  customer 
at  the  address  last  given  by  him,  in  which  the  following  salient 
features  appear : 
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1.  A  demand  for  the  specified  amount  of  margin,  to  be 

deposited  by  a  certain  time. 

2.  Request  to  the  customer  to  take  up  his  account,  i.e.,  pay 

the  debit  balance  due  by  him  against  delivery  of  the 
securities  in  the  account. 

3.  Request  to  the  customer  to  transfer  the  account  to  an- 

other broker. 

4.  Failing  to  receive  satisfaction  on  any  of  the  above  de- 

mands, to  serve  notice  of  sale  to  take  place  upon  a 
certain  date,  at  a  specific  hour,  and  at  a  stated  place ; 
either  at  public  auction  or  on  the  Exchange  where  the 
contract  originated,  or  where  the  securities  to  be  dis- 
posed of  have  a  ready  and  available  market. 

The  above  requirements  apply  only  to  the  foreclosure  of 
long  securities.  Such  complete  notice  is  not  imperative  in  a 
forced  covering  of  short  commitments  by  the  broker  for  the 
account  of  a  customer  in  default  of  margin. 

Securities  Record  or  Ledger 

The  securities  record  or  ledger,  as  the  book  is  interchange- 
ably called,  differs  in  both  use  and  form  from  the  ordinary 
stock  ledger  which  is  employed  in  mercantile  and  corporate 
enterprises.  This  particular  record  is  not  intended  as  one  for 
summary  purposes,  nor  is  it  a  financial  book.  It  is  used  only 
for  listing  securities  and  to  show  their  places  of  deposit,  or 
other  disposition  made  of  them. 

Many  forms  of  this  book  are  in  use,  but  its  one  underlying 
purpose  remains  the  same,  despite  the  numerous  elaborations. 
Its  most  common  form  is  the  loose-leaf  arrangement,  as  that 
is  best  adapted  to  the  increasing  or  decreasing  volume  of  securi- 
ties recorded.  The  security  holdings  are  of  such  a  diversified 
nature  that  one  sheet  or  more  is  allotted  to  each  kind. 

So  far  as  possible  the  sheets  containing  the  individual  list- 
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ings  of  a  certain  issue  of  securities  should  be  arranged  alpha- 
betically. The  advantages  thus  gained  are  self-evident.  The 
longs  on  the  left  side  of  the  ledger  represent  customers'  hold- 
ings, stocks  borrowed  from  brokers  in  the  Street,  and  Failed  to 
Deliver  items.  On  the  right-hand  side  is  a  record  of  short 
sales,  together  with  a  list  of  stocks  which  might  be  "loaned" 
out  or  which  might  be  acting  as  collateral  in  bank  loans,  Failed 
to  Receive  items,  securities  in  transfer  offices,  in  the  vault,  or 
"in  depot,"  i.e.,  held  for  safe-keeping  only. 

The  Ruling  of  the  Record 

Each  page  of  this  record  is  divided  into  two  sections,  the 
left  side  of  the  page  being  devoted  to  information  concerning 
the  holdings  of  securities,  and  the  right  side  to  information 
concerning  the  outgo,  or  the  place  of  deposit  of  securi- 
ties. Both  sections  of  the  page  begin  with  an  explanation 
column  and  are  followed  by  a  columnarization  which  pro- 
vides for  as  many  changes  as  there  are  days  in  the  month,  so 
that  the  securities  long,  the  securities  borrowed,  and  the  Failed 
to  Deliver  items  in  the  aggregate  equal  the  number  of  shares 
pledged  or  hypothecated,  loaned  out,  in  transfer,  in  the  vault, 
sold  short  for  customers,  and  the  Failed  to  Receive  items 
(Forms  3a  and  3b). 

According  to  another  arrangement,  the  page  of  the  securi- 
ties ledger  is  divided  in  the  center  by  a  vertical  line.  At  the  top 
of  the  leaf  is  inserted  the  name  of  the  security  recorded.  The 
left  side  of  the  page  is  further  subdivided  into  six  columns, 
which  are  headed  from  left  to  right  with  the  descriptive  cap- 
tions :  Date,  Number  of  Shares,  Certificate  Number,  By 
Whom  Owned,  For  Whose  Account  Borrowed,  and  From 
Whom  Borrowed.  On  the  right  half  of  this  page  are  six 
columns  headed:  Date,  Number  of  Shares,  Certificate  Num- 
ber, For  Whose  Account  Short.  To  Whom  Loaned,  and  Place 
of  Deposit. 
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The  securities  record  is  one  of  the  books  supervised  by  the 
cashier's  department.  To  a  great  extent  it  operates  as  a  check 
upon  all  securities  handled  in  the  course  of  the  day. 

Method  of  Keeping  Securities  Record 

At  any  given  time  it  should  be  possible  to  balance  the  securi- 
ties by  adding  the  number  of  shares  of  stock  or  bonds  repre- 
sented on  the  left  side  of  the  sheet  and  comparing  this  total 
with  the  number  entered  on  the  right  side.  These  footings 
should  agree.  As  an  illustration;  if  John  Brown  is  long  of  100 
shares  of  United  States  Steel  common,  the  shares  will  appear 
in  the  securities  ledger  under  the  date  of  entry.  If  the  stock 
has  been  paid  for  and  delivered  to  the  customer,  the  record  will 
evidence  the  fact;  but  if  not  delivered,  the  right-hand  side  of 
the  sheet  will  reveal  the  present  place  of  Deposit.  It  will  show 
that  the  stock  has  been  loaned  in  the  Street  or  is  serving  as 
collateral  in  some  bank  loan;  or  that  it  is  in  the  transfer  office 
of  the  corporation  awaiting  re-registration  or  in  the  vault  of 
the  broker;  or  that  delivery  has  been  "failed  upon"  by  the 
broker  from  whom  the  stock  is  due.  In  any  case,  the  number 
of  shares  on  either  side  of  the  record  should  balance. 

Auditing  the  Securities  Record 

An  auditor  in  checking  the  record  should  demand  positive 
proof  that  the  securities  represented  in  the  various  customers' 
accounts  tally  with  the  book  under  inspection.  Further,  he 
should  investigate  and  determine  beyond  doubt  that  the  stocks 
and  bonds  as  reflected  therein  are  in  actual  existence  in  one 
of  the  many  places  mentioned.  It  is  his  duty  to  determine  this. 

The  securities  ledger  is  a  permanent  record.  It  changes 
from  day  to  day  with  the  transactions  of  the  customers,  or  with 
a  change  in  the  place  in  which  the  securities  are  deposited. 
For  instance,  if  M.  Robinson  covers  his  short  Steel,  this  change 
is  shown  by  an  "X"  mark  on  the  Steel  sheet,  so  far  as  Robin- 
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son  affects  it.  Moreover,  stock  which  is  loaned  in  the  Street 
one  day,  may  find  its  way  into  a  collateral  loan  the  very  next 
day,  stock  which  is  loaned  out  may  be  called,  or  stock  which  is 
borrowed  may  be  returned.  All  this  shifting  affects  the  record 
accordingly. 

Other  Forms  of  Securities  Records 

Various  other  forms  of  securities  records  are  found  in  use 
among  brokers,  all,  however,  based  on  the  same  principle  as 
the  securities  record  explained  above.  Some  brokers  have 
adopted  the  simpler  system  of  having  but  one  explanation 
column  to  the  extreme  left  of  the  page  and  a  double  date  colum- 
nar arrangement  running  the  entire  width  of  the  page,  as 
shown  in  the  following  illustration : 
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A  third  form  of  securities  record  has  a  ledger  arrangement, 
the  record  being  debited  with  longs  of  customers,  stocks  bor- 
rowed, and  Failed  to  Deliver  securities,  and  credited  with 
shorts  of  customers,  securities  in  transfer,  securities  in  the 
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box,  stocks  loaned,  securities  pledged  with  banks,  and  Failed 
to  Receive  securities.  As  securities  change  places,  the  particu- 
lar place  of  deposit  is  either  debited  with  a  withdrawal  or  cred- 
ited with  a  new  deposit.  Securities  are  accounted  for  by  check- 
ing the  debits  against  the  credits. 


CHAPTER  VIII 

THE  "BORROWED  AND  LOANED"  BOOKS 

Stock  Loans 

As  introductory  to  this  chapter  it  may  be  well  to  explain 
that  the  distinction  between  collateral  in  the  case  of  money 
loans  and  loans  of  stock  made  in  the  Street  against  the  pay- 
ment of  money  depends  upon  the  intention  of  the  lender  or  the 
borrower.  Is  it  the  intention  of  the  broker  receiving  the  stock 
to  use  it  for  the  purpose  of  making  delivery  against  his  cus- 
tomer's short  sales?  Or  is  it  his  intention  to  lend  the  money 
and- hold  the  stock  as  collateral  for  the  loan?  If  the  first  ques- 
tion is  answered  affirmatively,  then  a  true  illustration  of  the 
stock  loan  is  furnished.  In  the  event  of  the  other  answer,  the 
illustration  is  only  one  of  an  ordinary  collateral  loan.  Banks 
are  in  the  habit  of  making  collateral  loans.  Brokers,  on  the 
other  hand,  frequently  borrow  securities  in  cases  where  they 
are  necessary  for  the  purposes  of  effecting  delivery  against 
short  sales. 

Lending  Stocks 

In  the  course  of  his  transactions  a  broker  frequently  re- 
quires money  to  meet  stock  purchases,  and  conversely,  fre- 
quently requires  stock  to  make  deliveries  against  short  sales. 
These  needs  are  usually  met  by  "collateralling"  or  borrowing 
stock,  as  the  case  may  be. 

The  borrowing  and  lending  of  stock  is  peculiar  to  the  Street. 
After  Exchange  hours,  the  loan  crowd  assembles  on  the  floor 
of  the  Exchange.  It  is  composed  of  brokers  or  their  clerks 
who  have  stocks  to  lend  for  next  day's  delivery  and  brokers 
who  want  to  borrow  in  order  to  make  delivery  the  following 
day  against  short  sales  or  for  other  purposes. 
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To  illustrate  the  loan  of  stock,  suppose  a  broker  purchases 
1,000  shares  of  Steel  common  on  margin  for  a  customer.  As 
the  customer  has  deposited  only  a  lo-point  margin,  or  such 
other  amount  as  the  broker  may  have  required — or,  in  the  case 
of  a  credit  customer,  has  put  up  nothing  at  all — the  responsi- 
bility of  financing  the  transaction  falls  mainly  upon  the  broker. 
Under  the  rules  of  the  Stock  Exchange,  the  purchased  stock 
must  be  delivered  and  paid  for  the  next  day,  unless  other  than 
the  regular  delivery  is  stipulated.  In  the  case  of  Steel  com- 
mon, which  is  a  clearing  house  stock,  delivery  is  made  by  the 
broker  designated  by  the  clearing  association.  If  it  is  not  a 
clearing  house  stock,  delivery  is  made  by  the  broker  from  whom 
it  has  been  purchased.  In  either  case  the  purchasing  broker 
must  be  prepared  to  give  his  check  to  the  delivering  broker  on 
the  day  of  delivery  or  the  next  business  day  after  the  making 
of  the  contract,  with  the  exception  of  Saturday  which  is  not  a 
delivery  day. 

If  the  broker  has  funds  available,  the  question  of  paying 
for  his  stock  is  merely  a  matter  of  drawing  his  check.  If 
funds  are  scarce,  he  has  two  courses  open  to  him  :  ( i )  he  can 
borrow  the  money  from  the  bank  on  collateral,  or  (2)  he  can 
borrow  the  money  on  the  Street  from  one  in  need  of  the 
shares. 

It  is  usually  more  expedient  to  borrow  money  by  lending 
stocks  to  the  Street  than  it  is  to  borrow  it  of  a  bank  on  a  col- 
lateral loan.  In  the  first  case,  full  market  value  is  received; 
while  in  the  latter  only  from  60%  to  So%  of  the  value  is  ob- 
tained. Stocks  are  also  loaned  to  the  Street  more  easily  and 
conveniently  than  money  is  borrowed  from  a  bank. 

If  it  is  a  clearing  house  issue  that  is  loaned,  all  the  lending 
broker  does  is  to  exchange  tickets  with  the  borrowing  broker, 
and  the  transaction  assumes  the  aspect  of  a  sale  and  purchase. 
The  clearing  house  merely  offsets  the  actual  purchase  of  Steel 
against  the  loan  of  Steel  the  purchasing  broker  is  making. 
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The  amount  involved  in  the  transaction  approximates  the  cost 
price  of  the  shares,  so  that  the  lender  of  the  stock  pays  or 
receives  the  difference  between  the  cost  price  and  the  clearing 
house  price — an  arbitrary  figure  established  each  night  by  the 
clearing  house  to  settle  transactions  of  which  lending  and  bor- 
rowing stocks  are  typical. 

However,  if  the  stock  that  is  purchased  is  an  ex-clearing 
house  issue  the  loan  of  it  is  a  little  more  difficult  to  arrange, 
because  the  demand  for  ex-clearing  house  listings  is  usually 
less  urgent  than  for  clearing  house  listings.  The  purchasing 
broker,  in  the  case  of  an  ex-clearing  stock,  either  makes  ar- 
rangements to  lend  and  deliver  the  shares  at  or  before  2:15 
P.M.  on  the  following  business  day,  or,  if  he  cannot  do  this, 
arranges  to  borrow  the  money  through  the  medium  of  a  col- 
lateral loan. 

The  question  arises  as  to  how  the  broker  is  able  to  effect 
prompt  settlement  for  securities  he  has  purchased  but  is  unable 
to  lend  pending  the  deposit  of  the  securities  with  the  bank 
against  a  collateral  loan.  The  broker  delivering  does  not  wait 
for  payment  from  the  receiving  broker  any  longer  than  is 
necessary  to  draw  the  check.  Through  a  note  arrangement 
with  the  bank  with  which  the  latter  broker  does  business,  he  is 
able  to  draw  against  the  balance  thus  created  and  pay  the  de- 
livering broker  immediately.  This  arrangement  is  known  as 
a  clearance  loan.  The  broker  must  liquidate  the  loan  before 
the  day  is  over  with  funds  he  receives  by  pledging  his  securi- 
ties with  a  bank  or  lending  them  to  the  Street. 

At  this  point  the  broker  has  bought  his  stock  but  has  de- 
posited it  as  collateral  for  the  money  with  which  it  was  pur- 
chased. He  may  call  for  his  stock  at  any  time,  but  must,  of 
course,  pay  back  the  money  borrowed  on  it,  with  interest.  On 
the  other  hand,  the  broker  or  bank  which  loaned  the  money 
may  in  turn  call  for  its  repayment,  with  interest,  and  when  the 
loan  is  paid  the  collateral  is  returned.  In  case  the  money  is 
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called,  the  broker  on  the  opposite  side  of  the  transaction  can 
usually  relend  his  stock  or  pledge  it  as  collateral  in  a  bank  loan, 
and  thus,  so  far  as  he  is  concerned,  leave  the  whole  matter  in 
status  quo. 

This  situation  usually  continues  until  the  customer  orders 
the  stock  sold.  Upon  making  the  sale,  the  broker  demands 
the  return  of  the  shares  loaned,  which  he  receives  after  paying 
the  money  he  borrowed  and  interest.  The  stock  so  redeemed 
is  delivered  to  the  purchaser  and  the  transaction  is  concluded 
as  between  the  brokers. 

Borrowing  Stocks 

Another  transaction  usually  handled  through  the  loan 
crowd  is  the  short  sale,  which,  were  it  not  for  the  rules  of  the 
Stock  Exchange,  would  be  nothing  more  or  less  than  a  sale 
at  the  market  price  for  future  delivery.  The  Stock  Exchange, 
however,  requires  that  when  a  sale  is  made  delivery  of  the 
stock  shall  be  made  not  later  than  the  following  day.  To  meet 
this  requirement — while  still  making  the  profit  or  loss  result- 
ing from  the  short  transaction — the  customer  making  a  short 
sale  puts  up  a  margin  to  protect  the  broker,  who  makes  an 
actual  sale  at  the  market,  borrowing  stock  and  delivering  it  to 
the  purchaser  the  following  day  against  payment  of  the  pur- 
chase price.  The  broker  continues  to  borrow  the  stock  until 
the  customer  orders  his  short  sale  covered.  This  means  that 
the  stock  borrowed  on  his  account  is  to  be  returned.  The 
broker  then  buys  the  stock  in  at  the  market  and  returns  it  to  the 
party  from  whom  it  has  been  borrowed.  If  the  price  of  the 
stock  has  declined  meanwhile,  the  customer  realizes  the  profit 
between  the  price  at  which  the  stock  was  sold  and  the  price 
at  which  the  short  sale  is  covered,  less  the  broker's  charges 
and  the  taxes.  If  the  price  of  the  stock  has  advanced,  he  loses 
the  difference  between  the  two  prices,  plus  the  broker's  charges 
and  the  taxes. 
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Advantages  of  Lending  and  Borrowing 

To  repeat,  lending  stocks  on  the  Street,  which  is  equivalent 
to  borrowing  money  on  collateral,  is  a  very  advantageous  ar- 
rangement for  the  broker  who  wishes  money,  inasmuch  as  he 
then  borrows  to  the  full  market  value,  whereas,  if  he  pledges 
the  securities  as  collateral  at  his  bank,  he  receives  but  from 
60%  to  80%  of  their  value.  Furthermore,  the  rate  of  interest 
on  money  loaned  on  stocks  on  the  Street  is  usually  lower  than 
the  rate  charged  by  banks  on  demand  loans. 

The  rate  of  interest  charged  for  money  advanced  on  bor- 
rowed securities  approximates  the  rate  charged  in  the  call 
money  market,  but  is  really  measured  by  the  borrowing  de- 
mand for,  and  the  loanable  supply  of,  the  particular  stock 
in  the  loan  crowd.  Thus  the  broker  seeking  to  borrow  a  certain 
stock  for  the  purpose  of  making  delivery  against  a  short  sale 
of  his  customer  must  primarily  consider  the  necessity  of  pro- 
curing the  shares.  Hence,  he  is  not  in  a  position  to  bargain 
too  closely  as  to  the  rate  of  interest,  nor  to  object  to  advancing 
the  full  value  in  money,  because  he  must  have  the  stock.  This 
is  advantageous  for  the  broker  lending  the  stock,  particularly 
so  when  the  market  is  oversold,  because  he  can  then  charge  a 
premium  on  the  loan  of  stock.  Thus,  at  a  certain  time  in  1920, 
General  Motors  shares  developed  such  a  large  short  interest 
in  the  market  that  those  who  held  the  floating  supply  were  in 
a  position  to  charge  a  premium  ranging  up  to  i%  per  day  to 
borrowers  of  this  stock.  In  other  words,  the  lenders  of  the 
stock  received  full  market  value  and  in  addition  $100  per  busi- 
ness day  for  every  100  shares  they  loaned. 

Stock  Loans  and  Market  Price 

The  "mark-down"  (market  down)  and  the  "mark-up" 
(market  up)  are  transactions  which  are  frequently  made  in 
connection  with  stocks  borrowed  or  loaned.  It  is  the  custom 
among  brokers  to  keep  all  stock  loans  at  the  market  price,  that 
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is,  the  money  advanced  or  received  for  stocks  borrowed  or 
loaned  must  be  kept  at  the  market  value  of  the  stock.  For  ex- 
ample, suppose  that  Jones  and  Company  borrows  from  Smith 
and  Company  100  shares  of  Steel  at  104  and  that  subsequently 
the  value  of  these  shares  declines  10  points.  Jones  and  Com- 
pany then  requests  Smith  and  Company  to  send  the  former 
firm  a  check  for  $1,000  and  also  the  interest  that  has  accrued 
on  the  loan  from  the  time  of  borrowing.  This  transaction  is 
called  a  "mark-down,"  and  a  new  entry  under  this  date  is  made 
in  the  stocks  borrowed  and  loaned  book  of  Jones  and  Company, 
thereby  making  a  new  transaction  of  the  loan.  The  converse 
of  this  operation  is  known  as  a  "mark-up,"  and  takes  place  if 
the  price  of  Steel  advances,  say  to  119.  Smith  and  Company 
then  issues  a  mark-up,  or  a  request  for  a  check  from  Jones  and 
Company  for  $1,500,  less  interest  on  the  principal  of  the  loan. 

Stocks  Borrowed  and  Loaned  Book 

The  stocks  borrowed  and  loaned  book  is  an  underlying 
record  supporting  the  ledger  accounts  Stocks  Borrowed  and 
Stocks  Loaned.  The  book  is  usually  a  bound  one.  It  is  divided 
into  two  sections,  one  devoted  to  the  record  of  borrowing 
transactions  (Form  4a),  and  the  other  to  lending  transactions 
(Form  4b).  The  column  headings  from  left  to  right  of  the 
Borrowed  section  are  as  follows :  Date,  From  Whom  Bor- 
rowed, Number  of  Shares,  Description,  Price  (at  which  bor- 
rowed, usually  the  market  or  clearing  house  price),  and  Date 
of  Return.  Then  follow  columns  for  the  days  of  the  calendar 
month,  in  which  appear  the  interest  rates  from  day  to  day  on 
the  stocks  borrowed.  These  rates  are  either  renewed,  increased, 
or  decreased  daily,  depending  altogether  upon  the  conditions 
of  demand  and  supply  in  the  loan  crowd. 

The  Loaned  section  of  this  record  is  identical  in  arrange- 
ment with  the  Borrowed  section,  with  the  one  exception  that 
the  second  column  is  headed  "To  Whom  Loaned." 
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Checking  the  Record 

As  a  check  upon  the  stocks  borrowed  and  loaned  book, 
recourse  may  be  had  to  the  securities  record  already  de- 
scribed. The  money  values  involved  in  the  stocks  borrowed 
and  stocks  loaned  should  be  reconcilable  with  the  general 
ledger  accounts  bearing  the  captions  "Stocks  Borrowed"  and 
"Stocks  Loaned." 

Money  Borrowed  and  Loaned  Book 

As  has  been  shown,  a  broker,  in  addition  to  getting  funds 
by  lending  stock,  can  obtain  them  by  means  of  the  ordinary 
bank  loan,  against  the  deposit  of  securities  as  collateral.  Any 
excess  funds  he  may  have  he  can  lend  upon  call,  taking  securi- 
ties a"s  collateral. 

Borrowing  money  from  the  bank,  or  from  any  other  source 
upon  collateral  security,  gives  rise  to  the  need  of  another 
record.  The  money  borrowed  book  (Form  5)  fulfils  this 
purpose.  It  shows  the  date  of  the  borrowing,  the  amount 
involved  in  the  transaction,  from  whom  borrowed,  a  list  of 
the  collateral  given  for  the  loan,  the  rate  of  interest,  terms  of 
payment,  whether  on  "call"  or  "time,"  that  is,  for  a  stated 
period.  As  such  loans  are  usually  call  loans  on  which  the  rates 
of  interest  fluctuate  from  day  to  day,  provision  must  be  made 
for  recording  the  rate  changes. 

Collateral  Substitutions 

The  method  of  substitutions  is  illustrated  (Form  5)  as 
follows : 

Assume  that  the  brokerage  house  of  Adams,  Burns  and 
Conant  has  pledged  500  shares  of  Steel  common  (market  price 
104),  500  shares  of  Anaconda  Copper  (market  price  70),  and 
200  shares  of  Union  Pacific  (market  price  125)  to  secure 
a  loan  of  $100,000,  and  that  the  500  Steel  shares  so  pledged 
are  sold  by  the  customer.  The  brokers  must  deliver  these  500 
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Steel  to  the  purchasing  broker,  and  in  order  to  release  them 
they  substitute  as  collateral  other  securities  of  an  equal  value. 
The  lender  is  usually  willing  to  accept  stock  of  approximately 
the  same  value  and  rating  in  place  of  the  securities  which  the 
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Form  5.     Money  Borrowed  Book 


borrower  seeks  to  withdraw.  If  Adams,  Burns  and  Conant 
have,  say,  600  shares  of  Reading  available,  valued  at  about 
$54,000,  they  are  able  to  effect  a  substitution  by  depositing 
the  Reading  in  lieu  of  the  Steel  shares.  In  the  event  of  a  sub- 
stitution, the  stock  withdrawn  is  crossed  out  and  the  date  of 
withdrawal  is  also  indicated.  The  substituted  shares  are  en- 
tered on  the  sheet  with  the  date  of  deposit. 

When  a  money  loan  is  repaid,  the  date  of  payment  is 
written  across  the  face  of  the  page,  thus  attesting  to  the  fact 
that  the  loan  has  been  liquidated  and  the  deposited  securities 
returned. 
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Relation  of  Money  Borrowed  Book  to  Other  Books 

At  this  point  reference  should  again  be  made  to  the  securi- 
ties ledger  (Forms  3a  and  3b)  to  trace  the  connection  between 
that  book  and  the  money  borrowed  book.  In  discussing  the 
securities  ledger  the  place  in  which  securities  were  deposited 
was  emphasized.  The  securities  appearing  in  the  money  bor- 
rowed book  are  therefore  also  traceable  through  this  ledger. 
When  substitutions  are  made,  the  fact  is  also  borne  out  by 
this  ledger.  Taking  the  hypothetical  case  given  above,  the 
Reading  shares  substituted  for  the  500  Steel  shares  would 
probably  be  taken  from  the  safe-deposit  vault,  and  this  would 
be  shown  in  the  securities  ledger.  The  release  of  the  Steel 
shares  would  also  be  shown  in  the  securities  ledger,  while  the 
blotter  recording  their  sale  and  delivery  would  vouch  for  their 
final  disposition. 

When  a  broker  lends  money,  the  securities  deposited  with 
him  as  collateral  do  not  find  expression  in  the  securities  ledger, 
for,  while  they  are  in  the  hands  of  the  broker  as  pledgee,  in 
no  way  is  it  intended  that  their  possession  shall  be  recorded  in 
the  securities  record.  The  collateral  securities  are  the  property 
of  the  pledger,  subject,  of  course,  to  the  rights  and  equities 
of  the  pledgee. 

The  general  ledger  accounts  Money  Borrowed  and  Money 
Loaned  summarize  the  details  found  in  the  money  borrowed 
and  loaned  book  and  act  as  a  control  of  these  underlying 
records. 

The  "Depot"  Box 

Among  the  securities  in  the  possession  of  the  broker  are 
those  which  belong  to  customers  and  upon  which  the  broker 
has  no  lien.  The  broker  is  compelled  under  the  law  to  keep 
separate  and  distinct  all  stocks  and  bonds  which  are  held  free 
and  clear,  for  the  benefit  of  customers.  Under  such  circum- 
stances he  becomes  a  depositary,  and  he  must  use  reasonable 
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care  in  the  matter  of  safeguarding  the  documents  entrusted 
to  him. 

The  status  of  a  customer's  account,  as  evidenced  by  the 
margin  records,  determines  whether  or  not  securities  carried 
by  the  customer  should  be  passed  to  the  "depot"  box,  that  is 
to  say,  kept  apart  from  other  shares  in  which  the  broker  has 
an  interest  because  of  the  debit  balances  that  have  arisen  from 
the  customer's  purchases. 

The  term  "in  depot"  is  used  to  refer  to  securities  that 
have  either  been  paid  for  or  deposited  for  safe-keeping  by 
customers.  For  the  purpose  of  recording  the  contents  of  the 
depot  box,  a  sheet  or  folio  is  kept  by  the  cashier,  showing  the 
date  of  deposit,  the  number  of  shares,  the  description  of  the 
stock,  and  the  name  of  the  customer  to  whom  the  shares  or 
bonds  belong.  When  the  securities  are  delivered  to  their  owner, 
the  disposition  is  evidenced  by  crossing  out  the  entry  and  writ- 
ing in  the  date  of  the  delivery. 

Active  Box 

As  differentiated  from  the  securities  contained  in  the 
depot  box,  all  stocks  and  bonds  against  which  there  is  a  debit 
balance  owing  by  the  customer  are  carried  in  the  so-called 
"active"  box,  unless  pledged  for  the  purpose  of  borrowing 
funds. 

In  the  course  of  business,  it  is  to  be  expected  that  securi- 
ties will  be  received  and  delivered,  and  this  turnover  will 
perforce  affect  the  list  of  those  securities  which  are  in  the 
active  box  at  the  beginning  of  the  day.  All  changes  from  day 
to  day  must  be  recorded,  which  entails  a  daily  rewriting  of  the 
active  box  sheets.  All  stocks  to  be  received  and  paid  for  by 
the  broker  and  stocks  delivered  against  sale  are  recorded  by 
listing  the  changes  upon  the  active  box  sheet,  provided  the 
securities  coming  in  and  going  out  are  those  received  or  de- 
livered upon  marginal  transactions. 
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Daily  Count  of  Securities 

A  physical  count  of  securities  is  made  at  the  end  of  busi- 
ness each  day,  and  the  check  upon  the  accuracy  of  these  shares 
and  bonds  is  obtained  by  comparing  the  physical  securities  with 
the  listed  items  on  the  active  box  list.  All  discrepancies  are 
noted,  so  that  proper  investigation  can  be  made  immediately 
for  the  purpose  of  tracing  any  shortage  or  differences. 

The  final  verification  of  the  box  records,  both  depot  and 
active,  is  obtained  through  checking  the  box  lists  against  the 
securities  record  or  ledger. 


CHAPTER  IX 

TAX  AND  STOCK  TRANSFER  REGISTERS 

New  York  State  Law  Requirements 

By  the  New  York  State  law  which  became  effective  June 
30,  1905,  all  shares  of  stock  sold  or  transferred  were  made 
subject  to  a  tax  of  2  cents  per  share,  regardless  of  par  value. 
This  law  was  subsequently  amended  so  that  the  levy  is  now 
2  cents  on  each  $100  par  value  of  stock  transferred.  For 
some  time  the  transfer  offices  seldom  requested  the  production 
of  the  stamps  in  effecting  transfers,  and  the  law  was  frequently 
evaded  by  using  canceled  stamps  to  cover  more  than  one  trans- 
fer. An  act  was  therefore  passed  which  makes  it  compulsory 
for  stock-brokers  to  record  all  transfers,  either  through  sale 
or  re-registration.  The  face  value  of  the  stamps  used  in  the 
transfers  must  also  be  stated.  The  book  in  which  these  entries 
are  made  is  called  the  "revenue  tax  register"  and  is  shown  in 
Form  6. 

The  revenue  tax  register  provides  space  for  the  date  of 
either  sale  or  transfer  of  stock,  the  name  of  the  stock,  the 
number  of  shares,  face  value  (par  value)  of  the  shares,  and 
name  of  purchaser  or  transferee.  The  latter  calls  for  the 
name  of  the  purchasing  broker  or  the  person  to  whose  name  the 
certificates  are  transferred. 

The  special  columns  on  the  right  of  the  revenue  tax  regis- 
ter are  for  the  statement  of  the  number  and  face  value  of  the 
stamps  used,  and  are  designed  to  prevent  the  double  use  of 
transfer  stamps. 

In  the  early  days  of  the  tax  petty  thieving  of  revenue 
stamps,  made  possible  by  the  system  then  in  use,  was  not  un- 
common, as  no  complete  record  of  the  stamps  was  kept.  The 
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present  revenue  tax  register,  which  is  required  by  law,  has  over- 
come this  evil  by  providing  a  means  for  checking  the  inventory 
of  such  stamps.  The  used  stamps  are  recorded  in  this  register. 
Adding  the  amount  used  to  the  physical  inventory  gives  the 
amount  charged  to  the  Revenue  Stamps  account  in  the  general 
ledger  at  the  beginning  of  the  period.  To  expedite  the  physical 
count  separate  envelopes  are  used  for  each  denomination. 

Federal  Law  Requirements 

In  compliance  with  the  Revenue  Act  of  1918,  the  Com- 
missioner of  Internal  Revenue,  with  the  approval  of  the  Secre- 
tary of  the  Treasury,  has  made  and  promulgated  certain  rules 
and  regulations  for  the  proper'  enforcement  of  the  statute. 
Among  other  things,  he  has  prescribed  a  form  of  return 
brokers  must  use  in  reporting  their  stock  transfers.  (For 
general  instructions  on  filling  out  this  form  see  Appendix  A. ) 

The  specific  requirements  on  the  form  are  as  follows : 

Any  person  who  makes  sales,  transfers,  or  purchases  of 
shares  of  stock  at,  on,  or  in  any  exchange,  must  make  a  return 
of  these  transactions  each  month  on  forms  to  be  provided  by 
the  Commissioner  of  Internal  Revenue,  whether  the  sales, 
transactions,  or  purchases  shall  be  settled,  carried,  or  cleared 
by  himself,  or  otherwise.  If  during  any  month  he  shall  have 
made  no  sale,  transfer,  or  purchase,  he  shall  so  state  on  the 
face  of  the  return,  in  the  space  for  "Remarks." 

Returns  of  transactions  for  each  month  must  be  made,  veri- 
fied, and  mailed  or  delivered  by  hand,  to  the  Commissioner  or 
duly  designated  officer  on  or  before  the  fifteenth  day  of  the 
following  month. 

All  figures  reported  should  be  checked  carefully  against 
the  facts  as  disclosed  by  the  books  of  record. 

Returns  must  be  signed  and  verified  by  a  member  of  the 
firm  or  by  an  employee  who  has  personal  knowledge  of  the 
facts  set  forth  in  the  return. 
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The  writing  in  of  the  terms  must  be  in  ink  to  insure  per- 
manency. Returns  in  pencil  are  not  accepted. 

An  affidavit  as  to  the  correctness  of  the  returns  must  be 
made  by  the  person  making  his  own  return,  or  by  a  duly 
authorized  agent  having  a  sufficient  personal  knowledge  of  the 
affairs  and  dealings  of  the  person  or  partnership  for  whom  the 
return  is  made  to  make  a  full  and  complete  return  of  all  the 
transactions  of  that  person  or  partnership. 

Under  the  subheading  "Aggregate  Face  Value  not  Includ- 
ing Fractions  of  Less  Than  $100"  is  to  be  entered  the  aggre- 
gate face  (or  par)  value,  in  the  number  of  thousands  or 
hundreds  of  dollars,  in  figures  of  not  less  than  an  even  hun- 
dred or  hundreds.  For  example,  say  on  some  particular  day 
the  -following  sales  are  made  : 

Shares          Face  Value          Total  Face  Value          Tax 

100  $100.00  $10,000.00  $2.00 

125  25.00  3,1 25.00  .64 

310  5.00  i,550-oo  .32 

2500  .01  25.00  .02 

14,6  (3  frac.)       $2.98 

As  there  are  146  hundreds  involved,  the  numerals  146  are 
to  be  entered  in  the  column  "Aggregate  Face  Value,  etc." ;  and 
as  there  are  three  fractions  of  less  than  $100  in  the  aggregate 
face  value  of  the  sales,  viz.,  $25,  $50,  and  $25,  in  the  second, 
third,  and  fourth  sales  respectively,  the  numeral  three  is  to 
be  entered  in  the  column  headed  "Number  of  Fractions  of 
Less  Than  $100."  The  tax  is  figured  as  follows:  146  hun- 
dreds at  2  cents  equals  $2.92,  and  three  fractions  of  less  than 
$100  at  2  cents  for  each  fraction  equals  6  cents;  total,  $2.98. 
In  the  tax  paid  column  is  to  be  entered  the  total  amount  of 
tax  paid  each  day  on  all  shares  having  a  face  value  sold  that 
day.  The  same  instructions  and  examples  outlined  in  the  pre- 
ceding paragraph  apply  to  the  returns  of  shares  having  no  face 
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(or  par)  value  under  the  subheadings  "Aggregate  Value,  etc.," 
and  "Number  of  Fractions,  etc.,"  except  that  in  these  latter 
cases  the  market,  or  sale  value  is  taken  instead  of  the  face 
value.  For  the  tax  paid  column  the  instructions  are  the  same 
as  given  in  Section  7. 

In  the  column  devoted  to  the  transfer  of  customers'  ac- 
counts is  entered  the  number  of  shares  which  had  been  in  the 
possession  of,  or  held  by,  a  person  for  the  account  of  a  cus- 
tomer and  turned  over  to  another  person  on  the  instructions 
of  the  customer — in  other  words,  a  simple  transfer  or  shifting 
of  the  account  or  securities  to  another  person  or  firm  without 
there  being  any  change  of  ownership  in  the  securities. 

In  cases  in  which  a  person  is  both  buyer  and  seller,  or  in 
which  he  "matches,"  "crosses,"  or  "pairs  off"  a  purchase  or 
sale  with  or  against  the  other  or  makes  a  so-called  "on  order" 
transaction,  and  such  transaction  is  included  in  "To  Deliver" 
and  "To  Receive"  or  in  the  purchases  and  sales  on  the  clearing 
house  sheet,  he  must  make  a  return  of  the  transaction  in  the 
proper  columns  on  the  sale  and  purchase  sides  of  his  return 
and  in  the  settlement  column  headed  "Matched,  etc." 

Under  the  subheading  "Other  Than  Matched  or  On  Order, 
etc.,"  entry  is  made,  on  their  respective  sides,  of  the  sales  and 
purchases  that  have  been  "set  off"  through  the  clearing  house 
by  the  sale  and  purchase  of  like  quantities  of  the  same  stock, 
other  than  those  in  the  "matched"  or  "on  order,"  etc.,  trades. 

If  at  any  time  a  sale  or  purchase  is  settled  by  any  other 
method  than  those  enumerated  in  the  return,  a  record  of  such 
sale  or  purchase  must  be  made  in  the  proper  column  or  columns 
and  the  settlement  entered  in  the  column  headed  with  an 
asterisk  (*). 

Internal  Revenue  Regulations 

The  source  of  the  data  to  be  placed  in  the  return  is  the  sales 
records  prescribed  by  the  Internal  Revenue  Department  of  the 
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United  States  Treasury.  The  department,  in  Regulations  No. 
40  relating  to  the  stamp  tax  on  issues,  sales,  transfers  of 
stocks,  and  sales  of  products  for  future  delivery,  describes 
in  detail  how  the  records  of  sales  or  transfers  of  stock  should 
be  kept.  This,  in  epitomized  form,  is  as  follows : 

All  persons  who  are  wholly  or  partly  engaged  in  the  busi- 
ness of  buying,  selling,  or  transferring  shares  of  stock,  whether 
at  public  or  private  sale,  or  whether  or  not  they  are  members 
of  an  Exchange,  including  persons  engaged  in  transactions 
known  as  "matches,"  "on  order,"  "pass  outs,"  "give  ups,"  or 
transactions  settled  directly  between  the  seller  and  the  buyer, 
or  cleared  or  adjusted  through  a  clearing  house  or  otherwise, 
or  persons  engaged  in  accepting  and  procuring  the  transmission 
of  orders  for  purchase  or  sale  of  shares  of  stock  shall  keep  a 
record  showing : 

1.  Date  of  transaction. 

2.  Line  number  (if  at  an  Exchange). 

3.  Name  of  broker  or  salesman  who  executed  the  order. 

4.  Name  of  party  to  whom  sold  or  from  whom  bought. 

5.  Number  of  shares  dealt  in. 

6.  Name  or  description  of  stock. 

7.  Price  of  stock,  if  without  face  or  par  value. 

8.  Amount  or  total  market  value  of  stock. 

9.  Face  or  par  value  of  stock  per  share. 

10.  Tax  paid  on  shares  having  face  or  par  value. 

1 1 .  Tax  paid  on  shares  without  face  or  par  value. 

12.  State  tax  paid,  if  any  (optional). 

13.  Total  amount  to  ledger  (optional). 

14.  Folio  number  (optional). 

15.  Name  of  customer  for  whom  sold  or  transferred,  or 

from  whom  bought  or  transferred. 

1 6.  Number  of  shares  loaned  or  borrowed. 

17.  Number  of  borrowed  or  loaned  shares  returned. 

18.  Method  of  settlement  or  adjustment. 
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From  a  practical  point  of  view  the  broker  is  too  hard 
pressed  in  running  his  business  to  answer  technically  all  the 
questions  asked  by  the  Internal  Revenue  Department.  An  hon- 
est effort,  however,  is  always  made  to  impart  whatever  inform- 
ation is  available  and  the  report  as  submitted  by  the  broker  is 
reduced  to  its  simplest  form,  covering  fully  the  most  important 
points  in  the  questions  asked  on  the  report  form. 

Transferring  Title  to  Stock 

When  corporations  declare  dividends  on  their  securities, 
the  payments  are  made  to  those  whose  names  appear  on  the 
companies'  books  as  stockholders  of  record  as  of  certain  dates. 
It  becomes  necessary,  therefore,  that  all  dividend-paying  shares 
be  transferred  immediately  upon  their  receipt  to  the  name  of 
the  person  who  has  paid  for  the  shares,  or  to  the  name  of 
the  broker  who  has  a  lien  upon  both  stock  and  dividends 
because  of  the  indebtedness  of  his  customer. 

The  customers  retain  the  legal  title  to  the  physical  property, 
although  the  indicia  of  title  appear  in  the  name  of  the  broker. 
Of  course  the  securities  are  owned  by  the  customers  who,  how- 
ever, cannot  secure  possession  of  them  until  they  have  paid  the 
debit  balances  they  owe  the  broker.  When  dividends  are  paid, 
and  the  checks  are  received  by  the  broker,  credit  for  the  amount 
is  given  to  customers  according  to  their  respective  holdings. 

A  few  days  before  the  transfer  books  of  a  company  close 
for  dividend  purposes,  all  stock  of  that  company  carried  on 
margin  and  within  the  control  of  the  broker  is  deposited  with 
the  transfer  office  for  registration  in  his  name. 

Transfers  are  effected  also  in  bonds,  where  it  is  desired  to 
change  their  form  from  coupon  to  registered,  or  vice  versa. 

Securities  "In" 

All  shares  which  are  deposited  for  re-registration,  or  bonds 
which  are  lodged  with  the  corporation  for  the  purpose  of 
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changing  their  form,  must  be  properly  recorded  by  the  broker 
so  that  he  may  have  complete  control  over  all  securities  for 
which  he  is  responsible.  For  this  purpose  the  stock  transfer 
register  (Form  7)  is  called  into  use.  It  is  arranged  to  con- 
tain information  concerning  the  nature  of  the  transaction  inci- 
dental to  the  transference  or  the  depositing  of  securities. 
Columns  are  provided  for  entering  the  date  of  deposit,  the 
number  of  shares  or  the  par  value  of  bonds,  the  description 
of  the  issue,  the  serial  number  of  the  certificate  or  indenture, 
and  the  name  in  which  the  old  certificate  was  registered  or  the 
form  of  the  old  bond. 

Securities  "Out" 

A  few  days  after  their  deposit  with  the  transfer  office  the 
new  securities  are  ready  for  delivery  to  the  broker.  Upon 
presentation  of  the  receipt  issued  by  the  transfer  office  the 
newly  written  certificates  or  bonds  are  delivered  to  the  broker, 
whereupon  he  records  in  the  stock  transfer  register  the  date 
upon  which  the  new  securities  are  received  or  the  date  of 
transfer;  the  number  of  shares  or  the  par  value  of  bonds;  the 
description  of  the  stock;  and  the  serial  number  of  the  new 
issue,  with  perhaps  the  name  in  which  the  new  certificate  is 
written,  or,  if  a  registered  bond,  the  name  appearing  on  its 
face. 

The  securities  ledger  classifies  by  means  of  an  alphabetical 
arrangement,  while  the  transfer  record  groups  the  items  under 
date  of  deposit  and  withdrawal,  the  deposit  appearing  on  the 
right-hand  page  and  the  withdrawal  on  the  left-hand  page. 
By  this  arrangement  the  transfer  record  reveals  at  a  glance 
just  what  stock  has  been  transferred,  what  has  been  withdrawn, 
and  what  is  at  the  transfer  office.  For  verification  purposes 
reference  is  again  made  to  the  securities  record,  which  reflects 
the  income  and  the  outgo  of  securities  from  day  to  day. 


CHAPTER  X 

DEPARTMENTAL  AND  OTHER  RECORDS 

Order  Department 

The  purchases  and  sales  sheets  containing  the  reports  of 
orders  executed  and  written  up  by  the  order  department  are 
distributed  as  follows :  One  copy  is  retained  by  the  order 
department;  the  margin  department  receives  a  copy,  which  is 
made  the  basis  of  a  memorandum  record  of  the  commitments 
entered  into  by  customers;  a  third  copy  is  sent  to  the  com- 
parison department  for  the  purpose  of  verifying  ex-clearing 
house  transactions ;  and  a  fourth  copy  is  received  by  the  clear- 
ing house  department  for  verification  through  the  exchange 
of  clearing  house  tickets  on  active  shares,  which  appear  in 
units  of  100  and  multiples  thereof.  The  record  kept  by  the 
order  department  is  the  order  book,  in  which  original  entries 
are  made  covering  the  orders  of  purchases  and  sales  submitted 
by  customers. 

Comparison  Department 

As  stated  above,  the  comparison  department  receives  from 
the  order  department  a  record  of  purchases  and  sales  on  all  ex- 
clearing  house  items  which  are  made  the  subject  of  comparison 
with  the  other  brokers  involved  in  the  transactions. 

All  ex-clearing  house  transactions  are  compared  by  seller 
and  buyer  between  the  day  of  sale  and  10  A.M.  the  next  follow- 
ing business  day,  Article  24,  Section  2,  of  the  Rules  of  the 
New  York  Stock  Exchange,  says: 

It  shall  be  the  duty  of  the  seller  to  compare,  or  to  en- 
deavor to  compare,   each  transaction  at  the  office  of  the 
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buyer,  not  later  than  one  hour  after  the  closing  of  the  Ex- 
change. It  shall  be  the  duty  of  the  buyer  to  investigate 
before  10  o'clock  A.M.  of  the  day  after  the  purchase,  each 
transaction  which  has  not  been  compared  by  the  seller. 
Neglect  of  a  member  to  comply  with  the  provisions  of  Sec- 
tion 2  hereof  shall  render  him  liable  to  a  fine  not  exceeding 
$50  to  be  imposed  by  the  Committee  of  Arrangements. 

Section  5  states: 

Comparisons  shall  be  made  by  an  exchange  of  an  original 
and  duplicate  comparison  ticket ;  the  party  to  whom  the 
comparison  ticket  is  presented  shall  retain  the  original  if  it 
be  correct  and  immediately  return  the  duplicate  duly  signed. 

Comparisons  are  made  for  odd  lots,  ordinary  bonds,  and  all 
hundred-share  units  not  acceptable  for  clearance  by  the  clearing 
corporation. 

The  actual  date  of  purchase  or  sale  appears  at  the  top  of 
the  comparison  slips,  the  name  of  the  broker  with  whom  the 
contract  was  made,  the  quantity  of  shares  or  bonds,  the  descrip- 
tion of  the  securities,  and  the  prices  at  which  purchased  or  sold. 
The  line  for  "Account  Of"  which  appears  on  the  slips  is  used 
for  reference  purposes,  as  where  a  floor  broker  who  bought 
or  sold  for  the  account  of  another  broker  or  firm  has  not  at 
the  time  of  making  the  contract  disclosed  the  name  of  the 
broker  for  whom  he  acted,  but  does  so  when  the  comparison 
is  presented  at  his  office.  As  an  example,  let  it  be  assumed  that 
Mabon  bought  for  the  account  of  Adams,  Burns  and  Conant 
$3,000  Belgium  6%  Bonds  of  1925,  at  91.  The  trade  was 
closed  with  Clarke,  Ball  and  Company,  who  had  not  been  in- 
formed by  Mabon  that  Adams,  Burns  and  Conant  were  the 
real  principals  for  whom  he  had  been  acting.  Therefore,  if  the 
principal  broker  endeavored  to  compare  with  Clarke,  Ball  and 
Company  the  effort  might  fail,  unless  Mabon's  name  were  men- 
tioned in  connection  with  the  transaction  so  that  Clarke,  Ball 
and  Company  could  identify  the  trade  without  much  difficulty. 
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The  line  reserved  for  "We  Give  Up"  is  used  for  informa- 
tion concerning  the  notice  which  Adams,  Burns  and  Conant 
would  serve  upon  Clarke,  Ball  and  Company  where  the  former 
acted  for  some  other  broker,  Johnson  and  Company,  and  used 
the  comparison  method  as  a  means  of  informing  Clarke,  Ball 
and  Company  so  that  proper  comparison  could  be  made  between 
Johnson  and  Company  and  Clarke,  Ball  and  Company — the 
two  brokers  who  will  respectively  receive  and  deliver  the  Bel- 
gium bonds  in  question. 

The  sales  comparison  form  is  similarly  arranged  for  the 
information  and  guidance  of  the  interested  parties. 

Floor  Brokers 

•  Besides  the  purchases  and  sales  record  a  commission  bill 
memorandum  book  is  kept  in  the  comparison  department,  the 
function  of  which  is  to  keep  account  of  all  transactions  not 
executed  by  the  Stock  Exchange  member  but  filled  by  other 
brokers  not  associated  with  the  firm — that  is  to  say,  executed 
by  what  are  known  as  floor  brokers.  These  floor  brokers  are 
members  of  the  New  York  Stock  Exchange  and  are  appointed 
as  subagents  to  fill  orders  submitted  by  customers  in  the  vari- 
ous Stock  Exchange  offices.  For  this  service  they  charge  a 
commission  which  is  fixed  according  to  the  market  price  of  the 
securities  they  have  occasion  to  buy  or  sell.  Thus,  where  the 
price  of  stocks  purchased  or  sold  is  below  $10,  the  floor  broker- 
age is  $1.25  for  each  hundred  shares;  on  stocks  selling  at  $10 
per  share  and  above,  but  under  $125  per  share,  the  commis- 
sion charged  is  $2.50  per  hundred  shares  bought  or  sold;  on 
stocks  selling  at  $125  per  share  and  over,  the  commission  rate 
is  $3  per  hundred  shares  (see  Appendix  B).  At  the  end  of 
the  month  the  commission  bills  which  are  sent  to  the  Stock 
Exchange  firm  are  checked  against  the  commission  bill  memo- 
randum book  for  verification  purposes. 

In  markets  such  as  were  experienced  during  the  million- 
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share  days  of  1919,  a  great  deal  of  the  business  entrusted  to 
firm  members  was  in  turn  given  out  or  left  with  floor  brokers 
for  execution.  Consequently  it  was  very  necessary  to  keep  a 
proper  record  of  all  commissions  charged  by  these  brokers. 

Not  only  do  floor  brokers  execute  orders  for  others,  but 
firm  members  also  accept  orders  from  other  brokers.  Under 
these  circumstances,  they  keep  a  memorandum  of  their 
"trades"  the  execution  of  which  has  been  entrusted  to  them, 
so  that  they  may  properly  receive  the  commission  due  on  such 
executions.  It  is  an  established  rule  that  where  firm  members 
have  occasion  to  accept  other  business  they  should  receive  the 
regular  remuneration.  The  commission  bills  receivable  are 
listed  separately,  so  that  a  record  may  be  had  of  the 
earnings  from  commissions  received  or  orders  executed  for 
other  brokers.  It  falls  within  the  province  of  the  comparison 
department  to  keep  proper  account  of  such  items. 

Margin  Department 

The  records  to  be  found  in  the  margin  department  are 
(i)  a  copy  of  the  purchases  and  sales  sheet,  as  stated  before 
in  discussing  the  distribution  of  the  purchases  and  sales 
records,  and  (2)  the  margin  sheets  or  cards  which  record  the 
fluctuating  values  of  securities  bought  or  sold  by  customers 
on  margin.  The  subject  of  margins  is  discussed  in  greater 
detail  in  Chapters  VII  and  XIII. 

Clearing  House  Department 

The  original  purchases  and  sales  record  on  clearing  house 
trades  is  sent  to  the  clearing  house  department.  It  will  be 
remembered  that  the  order  clerk  merely  lists  the  number  of 
shares,  the  description,  the  price,  the  time,  and  the  name  of 
the  customer  buying  or  selling.  The  information  still  lacking 
is  concerned  with  the  name  of  the  broker  or  firm  from  whom 
the  purchase,  or  with  whom  the  sale,  has  been  made.  Between 
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the  hours  of  n  and  3  the  Stock  Exchange  memoranda  are 
sent  to  the  office  of  the  broker,  so  that  the  purchases  and  sales 
record  may  be  made  complete  by  filling  in  the  missing  infor- 
mation. From  this  completed  data  clearing  house  tickets  are 
written  up  and  sent  out  to  the  clearing  house  of  the  New  York 
Stock  Exchange.  The  following  records  will  also  be  found 
necessary  to  the  work  of  the  clearing  house  department :  a 
clearing  house  blotter,  state  and  federal  tax  registers,  and  the 
stocks  borrowed  and  loaned  books.  In  the  next  chapter  the 
intricacies  of  the  clearing  house  department  proper  in  its 
relation  to  the  clearing  house  of  the  New  York  Stock  Ex- 
change will  be  explained. 

The  Cashier's  Department 

Among  the  books  of  account  and  records  kept  by  the 
cashier  will  be  found  the  ex-clearing  house  or  cash  blotter,  a 
money  borrowed  book,  a  "failed  to  receive  and  deliver" 
memorandum  book,  a  stock  transfer  register,  a  "box"  record 
book  covering  both  the  active  and  the  inactive  securities,  the 
securities  record,  and  lastly,  the  dividend  records. 

Accounting  Department 

As  might  be  surmised,  the  bookkeeping  department  in  the 
brokerage  office  has  charge  of  the  general  ledger,  the  cus- 
tomers ledgers,  the  private  ledger  (in  charge  of  the  head  book- 
keeper), and  the  supplementary  journal. 

It  is  also  one  of  the  duties  of  the  accounting  department 
to  compile  the  purchases  and  sales  notices  sent  to  customers 
showing  the  charges  and  credits  made  to  their  accounts.  The 
department  also  posts  the  blotters. 

Customers'  Notices 

In  the  previous  reference  to  the  notices  sent  to  customers 
reporting  the  execution  of  their  orders  it  was  stated  that  the 
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accounting  department  duplicates  the  purchases  and  sales  in- 
voices in  such  a  manner  as  to  make  it  possible  for  the  carbon 
copy  to  be  treated  as  a  posting  medium  by  the  bookkeepers. 
According  to  one  form  in  use  the  carbon  copy  of  a  purchase 
notice  contains  columns,  with  appropriate  captions,  for  the 
date  on  which  the  instructions  to  the  bookkeeper  state  that  the 
customer  whose  name  appears  on  the  notice  is  to  be  charged, 
and  for  the  number  of  shares,  description  of  the  stock,  the 
price  at  which  it  was  purchased,  and  the  amount  involved, 
which  always  includes  the  commission. 

The  sales  notice,  which  is  of  a  different  color  from  that  of 
the  purchase  notice,  contains  similar  information,  except  that 
the  bookeeper's  attention  is  directed  to  the  fact  that  the  cus- 
tomer is  to  be  credited  with  the  proceeds  of  sale,  which  is 
arrived  at  by  deducting  from  the  gross  amount  involved,  the 
commission  and  the  state  and  federal  taxes. 

The  notices  of  a  day  are  arranged  alphabetically  and  are 
distributed  to  the  bookkeepers  in  charge  of  the  respective 
ledgers,  which  are  arranged  in  the  same  alphabetical  sequence. 
Thus  it  becomes  obvious  that  from  the  cash  blotter  referred  to 
in  Chapter  V,  only  such  items  are  posted  as  do  not  directly 
relate  to  purchases  or  sales  made  by  customers. 

Production  Record 

The  broker  employs  agents  for  the  purpose  of  developing  his 
business  much  in  the  same  manner  as  the  merchant  employs 
salesmen  for  a  like  reason.  To  keep  account,  therefore,  of  the 
productivity  or  efficiency  of  solicitors  or  "production  men,"  it 
is  necessary  to  keep  account  of  the  number  of  shares  which  are 
bought  and  sold  as  a  result  of  their  efforts.  While  they  do 
not  receive  any  credit  or  commission  on  what  they  produce, 
because  such  practice  would  be  contrary  to  the  rules  of  the  Ex- 
change, it  is  worth  while  for  the  broker  to  have  a  record  of 
their  productiveness  as  a  basis  on  which  to  form  his  judgment 
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when  the  question  of  renewing  the  employment  contract  arises. 
The  productiveness  of  branch  offices  is  capable  of  a  check 
through  a  daily  record  of  the  amount  of  business  influenced 
through  their  channels.  Such  a  record  is  really  in  the  nature 
of  a  cost  record  which  on  the  one  hand  contains  the  items  of 
expense  incidental  to  the  employment  of  solicitors  or  the  con- 
duct of  branch  offices,  and  on  the  other  hand  records  the 
income  for  which  the  latter  are  responsible. 

Method  of  Keeping  Record 

Where  many  solicitors  are  employed  or  branch  offices 
maintained  it  is  necessary  to  keep  a  memorandum  book  to 
show  the  margin  of  profit  on  which  the  production  depart- 
ments are  operating.  This  record  should  be  so  kept  as  to 
present  a  review  of  the  activities  of  each  branch  office  and  a 
yearly  reconciliation,  the  resume  obtained  from  which  will 
disclose  the  nature  of  income  produced  and  determine  the  ad- 
visability of  retaining  the  services  of  the  solicitor  or  main- 
taining the  branch  office  for  another  year. 

This  record  is  so  arranged  as  to  allow  for  the  allocation  of 
the  daily  business  produced  by  each  person  or  branch,  which 
is  stated  in  terms  of  commissions.  At  the  end  of  the  month  a 
grand  total  is  given.  The  items  of  commissions  are  compared 
with  the  items  of  expense,  which  include  salaries,  traveling 
expenses,  and  such  outlays  as  are  necessary  in  maintaining  the 
branches. 

Privileges  in  Stocks — "Puts" 

Customers  sometimes  make  commitments  in  the  stock 
market  by  means  of  "privileges,"  known  as  "puts  and  calls." 
A  "put"  is  an  instrument  issued  by  a  person  usually  short  of 
securities  and  written  by  him  for  the  benefit  of  a  third  party 
or  his  order.  It  recites,  in  effect,  that  for  value  received  the 
holder  has  the  right  to  "put"  or  deliver  to  the  seller  a  certain 
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number  of  shares  of  a  specified  stock  at  a  specified  price  within 
a  stated  time  from  the  date  of  making.  The  instrument  also 
here  states  that  "all  dividends  go  with  the  stock."  By  this  is 
meant  that  if  the  security  referred  to  in  the  privilege  should  sell 
ex-dividend  the  deduction  in  the  market  price  of  the  shares 
caused  by  the  dividend  declaration  is  considered  in  the  determi- 
nation of  the  price  at  which  the  privilege  becomes  operative.  If 
the  privilege  is  not  exercised  before  the  day  of  its  expiration 
it  becomes  valueless,  unless  renewed  for  additional  considera- 
tion. 

To  illustrate  the  operation  of  a  "put,"  let  it  be  assumed 
that  A  is  short  of  100  shares  of  Steel  at  106  and  that  he  enters 
into  an  agreement  in  writing,  through  the  medium  of  a  "put," 
giving  B  the  privilege  of  delivering  to  A  100  shares  of  Steel 
at  103.  The  price  on  the  day  the  instrument  is  issued  is  106. 
From  this  it  is  seen  that  a  "put"  gives  its  holder  the  right  to 
deliver  certain  stock  several  points  below  the  then  existing 
market  price,  at  any  time  during  the  life  of  the  "put."  How, 
then,  can  the  purchaser  of  this  "put"  realize  a  profit?  A  gain 
inures  to  the  buyer  of  the  "put"  if  the  market  price  subse- 
quently falls  below  the  price  at  which  the  stock  is  deliverable. 
Reverting  to  the  hypothetical  transaction,  B  will  deliver  the 
100  shares  of  Steel  to  A  only  in  the  event  that  the  price  de- 
clines below  103  by  a  margin  which  exceeds  the  sum  of  the 
consideration  he  pays  A  and  the  commission  and  taxes  inci- 
dental to  the  completion  of  the  operation.  It  will  be  advan- 
tageous for  B,  assuming  that  he  has  paid  $100  for  the 
privilege,  to  deliver  or  "put"  the  100  shares  of  Steel  only 
when  he  can  purchase  the  stock  at  101^  or  lower.  The 
method  of  determining  this  maximum  purchase  price  is  as 
follows:  First,  credit  B's  account  tentatively  with  $10,300, 
the  proceeds  to  be  obtained  from  delivering  100  shares  of  Steel 
at  103.  Next  charge,  also  tentatively,  the  following  items 
against  B's  skeleton  account : 
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1.  The  consideration  paid  for  the  "put" $100.00 

2.  The  broker's  commission  charge  to  B  in  the  event  of 

delivering  the  stock  to  A 15.00 

3.  The  stamp  taxes  incidental  to  such  delivery   ($2  New 

York  State  tax,  $2  federal  tax) 4.00 

4.  The  commission  charged  by  the  broker  in  the  event  that 

B  purchases  these  100  shares  of  Steel  at  loiJ^j 15.00 

5.  Finally,  the  purchase  cost  of  100  Steel  at  lOijMj 10,162.50 


Total   debits    $10,296.50 

Applying  the  debits  against  the  credit  of  $10,300  results  in 
showing  a  small  profit,  amounting  to  $3.50. 

Let  it  be  assumed  that  the  price  of  Steel  reaches  loifys 
and  that  B  purchases  through  his  broker  100  shares  at  this 
price.  He  then  instructs  his  broker,  with  whom  the  "put"  in- 
strument is  deposited,  to  deliver  to  A  the  shares  he  has  pur- 
chased. Upon  receiving  the  stock  A  pays  the  broker  the  price 
of  103  referred  to  in  the  "put,"  or  the  sum  of  $10,300.  When 
so  delivered  A's  account  is  credited  for  this  amount  and  the 
transaction  is  completed. 

"Calls" 

A  "call"  is  an  instrument  issued  by  a  person  who  is  long 
of  a  certain  stock.  It  gives  its  buyer  the  privilege  of  demand- 
ing the  number  of  shares  of  stock  given  in  the  instrument  at 
the  prices  stated  and  within  the  time  specified. 

Let  it  be  assumed  that  A  is  long  of  100  shares  of  Steel  at 
106  and  that  he  sells  a  "call"  to  B  in  consideration  of  $100. 
The  price  mentioned  in  the  instrument  is  109,  and  the  "call" 
matures  within  30  days.  From  the  conditions  as  stated  it  may 
be  inferred  that  "calls"  are  written  above  the  market  price  pre- 
vailing when  the  instrument  is  issued. 

Just  as  a  "put"  becomes  operative  only  in  the  event  that 
the  price  of  the  stock  recedes  to  a  certain  point  below  the  "put- 
ting" price,  so  a  "call"  becomes  operative  only  when  the  market 
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price  rises  sufficiently  above  the  price  stated  in  the  "call"  to 
enable  B  to  make  a  profit  by  the  commitment. 

Suppose  Steel  reaches  iiofy  and  B  sells  100  shares  at  this 
price.  His  account  is  then  credited  with  the  sum  of  $i  1,037.50. 
Inasmuch  as  the  "call"  which  he  has  deposited  with  the  broker 
enables  him  to  receive  the  stock  at  109,  a  gross  profit  of 
$137.50  results,  from  which  are  deducted: 

1.  The  consideration  paid  to  A,  amounting  to $100.00 

2.  The  commission  charged  by  the  broker  upon  the  sale  of 

the  stock    IS-00 

3.  The  commission  charged  by  the  broker  in  receiving  the 

shares  upon  the  "call"  for  B's  benefit 15.00 

4.  The  taxes  incidental  to  the  delivery  of  the  shares  ($2  New 

York  State  tax,  $2  federal  tax) 4-°° 


Total   deductions     $i34-oo 

Thus  it  is  seen  that  B  makes  a  net  gain  of  $3.50. 

Advantages  of  "Puts  and  Calls" 

In  ordinary  purchases  and  sales  of  stock  without  the  ad- 
junct of  the  "put"  and  the  "call,"  the  customer  is  compelled 
to  deposit  margin  with  his  broker.  If  he  is  "long"  and  the 
market  price  declines  after  the  purchase  of  stock,  he  is  called 
upon  for  additional  margin  in  order  to  comply  with  the  stand- 
ard requirements.  If  he  is  "short"  and  the  price  of  his  stocks 
advances,  thus  reflecting  a  "paper"  loss,  he  is  again  called  upon 
to  deposit  additional  funds  to  replenish  his  impaired  margin. 
In  neither  case  can  the  customer  determine  the  amount  of  his 
losses  when  committing  himself  to  market  operations. 

The  purchase  of  a  "put"  or  a  "call,"  involving  a  specified 
outlay  in  payment  therefor,  makes  it  possible  for  the  customer 
to  limit  his  loss  absolutely  to  the  amount  expended  in  payment 
for  the  privilege.  While  limiting  his  loss  in  this  manner, 
his  gains,  if  gains  there  be,  are  limited  only  by  two  factors, 
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(i)  the  market  price  of  the  shares  after  buying  the  "put"  or 
the  "call,"  and  (2)  the  time  limit  stated  in  the  instruments. 
If  the  market  price  justifies  the  purchase  of  stock  against  a 
"put,"  or  the  sale  of  stock  against  a  "call,"  the  customer  may 
realize  large  profits  without  having  to  run  the  risk  attending 
marginal  transactions.  This  use  of  privileges  is  of  European 
origin,  where  a  more  conservative  policy  is  assumed  in  stock- 
market  operations.  In  this  country  the  idea  is  comparatively 
new,  and  is  followed  usually  by  those  who  are  familiar  with 
the  procedure  of  trading  against  privileges. 

"Put  and  Call"  Register 

In  order  to  record  the  material  facts  relating  to  the  privi- 
leges deposited  with  him,  the  broker  keeps  a  "put  and  call" 
register.  This  book  contains  the  following  information :  de- 
scription of  stock,  the  due  date  of  the  privilege,  to  whom  the 
stock  is  deliverable  or  from  whom  it  is  to  be  received,  the  de- 
livery price,  and  the  customers'  names. 


CHAPTER  XI 

THE  CLEARING  HOUSE  SHEET 

The  Stock  Exchange  Clearing  House 

The  discussion  centering  around  methods  of  financing  or 
settling  Wall  Street  transactions  would  not  be  complete  with- 
out an  explanation  of  the  clearing  house  system  and  the  service 
which  it  renders  the  broker.  So  important  is  the  institution 
that  the  voluminous  business  transacted  daily  in  Wall  Street 
would  be  so  seriously  hampered  as  to  be  practically  impossible 
without  its  aid. 

As  the  bank  clearing  house  facilitates  the  adjustment  and 
payment  of  the  many  millions  of  dollars  of  debits  and  credits 
arising  during  a  given  day,  so  the  clearing  house  ( Stock  Clear- 
ing Corporation)  of  the  New  York  Stock  Exchange  *  assists 
in  the  adjustment  and  delivery  of  the  many  hundreds  of  thou- 
sands of  shares  of  stock  purchased  and  sold  daily  among  its 
members. 

Because  of  the  enormous  volume  of  trading  in  certain 
securities,  the  Stock  Exchange  established  its  own  clearing 
house  in  1892.  To  show  the  importance  of  its  work,  it  is 
necessary  only  to  turn  to  the  date  of  December  5,  1919,  when 
290,800  shares  of  stock  were  traded  in  four  issues  alone, 
as  follows : 

41,000  shares  of  Trans-Continental   Oil 
46,300  shares  of  Pierce  Arrow 
152,500  shares  of  Southern  Pacific 
51,000  shares  of  Steel  common 


1  The  rules  and  regulations  of  the  Stock  Clearing  Corporation  of  the  New  York  Stock 
Exchange  will  be  found  in  Appendix  C.  Their  study  is  suggested  in  connection  with  the 
present  chapter. 
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These  transactions  represented  values  approximating 
$26,813,000,  to  say  nothing  of  the  transactions  in  the  other 
issues  on  that  same  day.  In  about  four  hours  on  the  following 
delivery  day,  Monday,  December  8,  all  settlements — deliveries 
and  receipts — were  effected.  Thus  it  can  readily  be  seen  what 
great  assistance  is  rendered  by  the  clearance  house. 

Methods  of  the  Clearing  House 

Each  member  of  the  Exchange  is  entitled  to  clearing  house 
privileges,  and  when  he  avails  himself  of  the  right  he  is  as- 
signed a  number  which  appears  on  his  clearing  house  tickets 
and  other  clearing  house  documents. 

For  every  purchase  made  on  the  Exchange  there  must  be 
a  bona  fide  sale,  and  both  brokers — buyer  and  seller — must 
intend  to  receive  and  deliver  the  shares  involved  in  the  trans- 
action. Every  time  a  stock  that  has  been  put  on  the  list 
regularly  cleared  through  the  clearing  house  is  dealt  in,  there 
is  an  implied  agreement  that  the  trade  is  to  be  handled  through 
that  institution. 

One  block  of  stock  might  represent  a  purchase  of  10,000 
shares  bought  from  fifty  different  brokers.  The  price  of  the 
stock  might  vary  from  one-eighth  of  a  point  to  several  points, 
depending  upon  the  condition  of  the  market  at  the  time.  It  is 
a  well-known  fact  that  such  huge  purchases  are  consummated 
by  a  nod  of  the  head  or  a  discordant  "Bought"  or  "Sold." 
In  order  to  obviate  any  possible  price  disagreements  in  such 
offhand  trading,  each  transaction  is  "compared"  almost  im- 
mediately after  the  close  of  the  daily  business.  In  ex-clearing 
house  transactions,  comparison  may  be  made  also  before  the 
opening  of  the  market  on  the  succeeding  day. 

Clearing  house  transactions  are  compared  in  the  following 
manner :  Slips  called  "clearing  house  tickets"  are  exchanged 
between  buyer  and  seller  through  the  medium  of  the  clearing 
house.  These  tickets  evidence  the  quantity,  description,  and 
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value  of  the  shares  sold.  The  seller's  ticket,  i.e.,  the  ticket 
given  to  the  purchaser  by  the  seller,  is  a  white  one ;  the  buyer's 
ticket,  yellow.  The  seller's  ticket  has  a  perforated  bill  of  sale 
attached  to  it,  upon  which  the  transfer  tax  stamps  appear  in 
canceled  form. 

These  tickets  are  orders  on  the  clearing  house  to  deliver, 
in  the  case  of  the  seller,  or  to  receive,  in  the  case  of  the  buyer, 
100  shares  or  multiples  of  100  shares  of  a  specified  clearing 
house  stock  at  the  sale  and  purchase  price  shown  on  the  tickets, 
the  value  of  the  shares  being  carried  out  in  dollars  and  cents. 
It  is  obvious  that  where  buyer  and  seller  exchange  tickets,  the 
quantity,  price,  and  money  value  should  agree.  If  they  do 
not,  the  matter  is  either  adjusted  the  same  afternoon,  or  else 
the  shares  are  not  passed  through  the  clearing  house  that  night. 
The  item  is  then  settled  out  of  the  clearing  house,  or  it  may 
be  passed  through  on  the  following  day. 

The  Clearing  House  Sheet 

When  the  day's  transactions  have  been  completed,  the 
clearing  house  tickets  are  written  up  on  a  sheet  which  is  known 
as  the  "clearing  house  sheet."  As  shown  in  Forms  8a  and  8b, 
this  is  divided  into  two  parts.  To  the  left,  or  on  the  Receive 
From  side,  are  five  columns  in  which  are  entered  the  data  from 
the  white  tickets  held  by  the  concern  which  is  preparing  the 
sheet.  In  the  first  of  these  columns  appears  the  broker's  name, 
then,  in  order,  the  number  of  shares,  the  description  of  the 
stock  which  is  to  be  cleared,  the  price  basis  as  it  appears  on  the 
white  ticket,  and  the  money  value  of  the  stock. 

On  the  right-hand  side  of  the  clearing  house  sheet — the 
Deliver  To  side — information  is  listed  from  the  yellow  tickets 
which  the  concern  received  in  exchange  for  its  white,  or  de- 
liver tickets.  In  other  words,  the  sheet  when  sent  to  the 
clearing  house  by  a  broker  furnishes  information  to  the 
authorities  of  that  institution  concerning  his  purchases  and 
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sales  of  the  day,  together  with  a  list  of  stocks  borrowed  or 
returned.  Hence,  in  the  column  reading  "Deliver  To,"  the 
broker  lists  officially  the  orders  he  makes  upon  the  clearing 
house,  directing  delivery  of  the  shares  involved.  The  other 
four  columns  correspond  to  those  on  the  left-hand  side,  having 
the  headings :  Shares,  Security,  Price,  and  Value. 

At  the  bottom  of  the  clearing  house  sheet  the  following 
directions  appear :  "Enter  on  this  sheet  only  those  transactions 
for  which  tickets  have  been  exchanged,"  and  "The  tickets  must 
agree  or  both  parties  will  be  fined."  Observance  of  this  latter 
injunction  assures  an  agreement  as  to  the  quantity,  money 
value,  and  description  of  the  stock  on  the  clearing  house  sheets 
of  both  receiving  and  delivering  brokers. 

Supplementary  Clearing  House  Sheets 

According  to  the  rules  of  the  New  York  Stock  Exchange 
clearing  house,  a  broker  may  file  supplemental  clearing  house 
sheets  for  items  about  which  it  is  not  certain  that  tickets  have 
been  exchanged.  There  is  no  positive  way  of  determining 
whether  broker  A  issued  a  ticket  to  broker  B  for  an  item  claim- 
ed by  the  latter.  ,  Owing  to  the  lateness  of  the  hour  and  the 
tremendous  quantity  of  detail  work,  as  well  as  the  time  limit 
set  for  filing  the  sheets  with  the  clearing  house,  a  question 
might  arise  in  the  mind  of  one  broker  as  to  whether  or  not 
the  other  broker  has  entered  a  certain  item  upon  his  sheet. 
Wherever  this  doubt  exists,  a  supplemental  sheet  may  be  filed 
which  contains  the  individual  item  in  question.  The  purpose 
of  this  becomes  quite  obvious,  as  in  the  event  that  an  item  is 
entered  by  both  parties  upon  their  respective  clearing  house 
sheets,  a  full  accounting  and  reconciliation  in  the  clearing 
house  is  possible.  If,  on  the  other  hand,  one  of  the  parties 
has  omitted  the  item,  the  one  filing  the  supplemental  sheet  is 
not  penalized,  since  the  validity  of  the  clearing  house  sheet 
proper  is  not  impaired  by  the  inclusion  of  doubtful  items. 
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Balancing  the  Clearing  House  Sheet 

It  will  be  remembered  that  the  function  performed  by  the 
clearing  house  is  to  facilitate  transactions  in  clearing  house 
stocks  between  its  members,  by  expediting  the  delivery  and  re- 
ceipt of  such  stocks  and  by  effecting  settlement  when  so  doing. 
In  case  receipt  and  delivery  of  the  same  kinds  of  shares  appear 
on  the  clearing  house  sheet,  the  transactions  are  set  off  against 
each  other  when  the  clearing  house  sheet  is  balanced.  This  is 
done  for  the  purpose  of  determining  the  balance  of  stock  to 
be  received  from  and  delivered  to  the  brokers  whom  the  clear- 
ing house  may  designate,  the  receipt  and  delivery  to  be  actually 
made  upon  the  following  day. 

In  much  the  same  manner  as  a  debtor  or  creditor  bank  in 
New  York  pays  or  receives  a  credit  on  the  books  of  the  federal 
reserve  bank  in  settlement  of  its  voluminous  transactions,  so 
the  broker  receives  or  delivers  through  his  clearing  house  the 
net  shares  purchased  or  sold,  paying  or  receiving  cash  against 
them  as  the  circumstances  may  require. 

On  the  Receive  From  side  of  the  clearing  house  sheet  shown 
in  Forms  8a  and  8b  are  listed  : 


100  shares  of  Reading  (R)  purchased  at 

100  shares  of  Steel  (X)  " 

100  shares  of  American  Smelters  (AR)  "    63^5 

On  the  Deliver  To  side  are  listed  : 

200  shares  of  American  Smelters  (AR)    sold  at    64*4 
100  shares  of  Union  Pacific  (U)  "    "  125 

The  only  set-off  is  the  American  Smelters  stock  to  the  ex- 
tent of  100  shares,  leaving  as  the  Balance  to  Receive,  100 
Reading  and  100  Steel.  The  Balance  to  Deliver  is  100 
Smelters  and  100  Union  Pacific. 
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Balancing-Stock  Sheet 

In  large  offices  where  the  clearing  house  department  needs 
to  be  extremely  well  organized  on  account  of  the  big  turnover, 
an  accounting  expedient  resorted  to  is  the  balancing-stock 
sheet.  This  is  so  arranged  that  all  clearing  house  stocks  are 
listed  in  the  center  of  the  sheet.  To  the  left  and  right  are  as 
many  blank  columns  as  there  are  clearing  house  sheets  cover- 
ing the  transactions  of  the  day.  Opposite  each  stock  is  entered 
the  number  of  shares  bought  or  sold  in  the  order  of  their  ap- 
pearance on  the  respective  clearing  house  sheets  referred  to. 
Thus,  if  clearing  house  sheet  number  i  shows  500  shares  of 
Steel  purchased,  that  fact  is  recorded  in  the  first  column  on  the 
balancing-stock  sheet  opposite  Steel.  If  on  the  6th  clearing 
house  sheet  5,000  shares  of  Steel  appear  as  having  been  sold, 
that  fact  is  entered  in  the  6th  column  on  the  balancing-stock 
sheet  opposite  Steel.  All  columns  are  footed  both  across  the 
page  for  the  individual  stock  items  and  at  the  bottom  of  the 
page.  These  cross-footings  and  total  amounts  are  then  com- 
pared with  the  clearing  house  sheets  and  assist  materially  in 
locating  any  differences  that  might  exist. 

Clearing  House  Deliveries 

How  are  the  200  shares  of  American  Smelters  and  100 
shares  of  Union  Pacific  referred  to  in  the  section  preceding  the 
last  to  be  obtained  by  the  broker  for  delivery?  He  may  have 
the  shares  in  his  vault  or  elsewhere,  or,  if  the  sales  are  short 
sales,  he  will  very  likely  borrow  the  stock  the  next  morning  to 
effect  delivery.  Wherever  one  customer  is  long  of  stock  which 
is  carried  in  the  broker's  vault  or  in  bank  loans  and  another  of 
the  broker's  clients  has  made  a  short  sale,  the  broker  is  at 
liberty  to  use  the  long  stock  for  the  purpose  of  making  de- 
livery— in  other  words,  he  need  not  borrow  that  which  is 
already  available,  but  may  hypothecate  the  securities  of  his 
customers. 
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Clearing  House  Delivery  Prices 

The  question  naturally  arises,  when  looking  at  the  clearing 
house  sheet  shown  on  pages  81  and  83,  as  to  the  prices  at 
which  the  Reading  and  Steel  stocks  are  to  be  received  and  as 
to  the  prices  at  which  the  Smelters  and  Union  Pacific  stocks 
are  to  be  delivered.  Let  it  be  supposed  that  50,000  shares  of 
Reading  have  been  purchased  during  the  day  by  all  the  brokers, 
at  prices  ranging  from  76^4  to  78.  Which  of  the  prices  in 
this  range  should  govern  as  the  settlement  price  ?  One  broker 
might  choose  the  actual  purchase  price  of  76^4  as  the  settle- 
ment price  for  the  100  shares  he  has  bought,  but  this  obviously 
could  not  serve  as  the  settlement  price  for  all  the  50,000  shares, 
some  of  which  have  been  purchased  at  higher  prices,  ranging 
up  to  78.  The  same  difficulty  and  haggling  over  settlement 
prices  would  be  experienced  by  each  broker  whose  name  ap- 
pears on  the  clearing  house  sheet.  To  prevent  this  difficulty 
the  clearing  house  selects  for  each  stock  one  common  settle- 
ment price  which  it  prints  on  the  stock  ticker  at  about  3  :3O 
P.M.  each  day.  These  common  prices,  covering  all  clearing 
house  issues,  are  known  as  the  "clearing  house  delivery  prices," 
and  all  net  receipts  or  deliveries,  as  evidenced  by  the  clearing 
house  sheets,  are  settled  at  these  prices.  Fractions  are  elimina- 
ted from  the  delivery  prices,  which  approximate  the  closing 
bid  or  offer. 

Referring  to  Form  8b,  the  net  deliveries  of  100  American 
Smelters  and  100  Union  Pacific  which  appear  on  the  Deliver 
To  side  of  the  clearing  house  sheet  are  carried  over  to  the 
Receive  From  side  opposite  the  sidehead  "Balance  to  Deliver," 
while  the  net  receipts  are  carried  over  to  the  Deliver  To  side 
opposite  the  sidehead  "Balance  to  Receive."  When  this  is  done, 
the  total  number  of  shares,  including  the  carry-overs,  will  be 
500  on  both  sides.  Furthermore,  it  will  be  found  that  the 
entries  balance  in  the  same  way  in  the  case  of  each  stock. 

At  this  point  the  clearing  house  delivery  prices  are  applied 
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to  the  Balance  to  Receive  and  Balance  to  Deliver  stocks.  On 
the  date  given  in  Form  8b  the  price  for  Smelters  is  63,  for 
Union  Pacific,  125;  for  Steel,  104;  and  for  Reading,  77. 
Hence,  the  Steel  stock  is  received  at  104,  or  $10,40x3,  and  the 
Reading  at  77,  or  $7,700.  The  Smelters  is  delivered  at  63,  or 
$6,300,  and  the  Union  Pacific  at  125,  or  $12,500. 

The  next  step  is  to  foot  the  two  value  columns.  In  doing 
this  it  will  be  found  that  the  credit  side  of  the  sheet  totals 
$43,450,  and  the  debit  side  $43,150.  This  difference  of  $300 
is  in  favor  of  the  broker  whose  sheet  is  shown.  It  represents 
the  amount  the  clearing  house  is  indebted  to  him  and  accord- 
ing to  the  rules  he  makes  out  a  draft  on  the  clearing  house  for 
this  sum,  the  Bank  of  the  Manhattan  Company  being  the 
drawee.  The  draft  becomes  bankable  if,  after  the  sheet  goes 
through  (cleared),  the  manager  of  the  clearing  house  counter- 
signs the  instrument.  If  the  sheet  were  to  show  a  balance 
against  the  broker,  he  would  have  to  send  to  the  clearing 
house,  at  the  time  he  deposited  the  sheet,  a  check  for  the  bal- 
ance made  payable  to  the  Bank  of  the  Manhattan  Company. 

Receive  and  Deliver  Tickets 

To  complete  the  clearing  house  sheet  there  are  attached  to 
it  clearing  house  tickets,  known  as  Balance  to  Receive  and 
Balance  to  Deliver  tickets.  The  Balance  to  Receive  tickets  are 
made  out  for  the  amount  of  each  kind  of  stock  to  be  received 
on  balance,  and  the  Balance  to  Deliver  tickets  are  made  out 
for  the  amount  of  each  kind  of  stock  to  be  delivered  on  bal- 
ance. In  the  case  of  the  sheet  shown  in  Forms  8a  and  8b  only 
two  Balance  to  Receive  tickets  are  necessary,  one  for  100  shares 
of  Reading  and  the  other  for  100  shares  of  Steel,  while  two 
Balance  to  Deliver  tickets  are  necessary  to  evidence  the  broker's 
net  delivery  obligation,  one  for  100  American  Smelters  and  the 
other  for  100  Union  Pacific. 

On  the  Receive  tickets  the  broker  advises  the  clearing  house 
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that  he  "will  receive  the  following  balance  of  stock  at  the  de- 
livery price" : 

100  Reading  at     77 

100  Steel  "  104 

On  the  Deliver  tickets  the  broker  states  that  he  "will  de- 
liver the  following  balance  of  stock  at  the  delivery  price" : 

100  Smelters  at    63 

100  Union  Pacific     "  125 

These  four  balance  tickets  are  called  for  at  the  clearing 
house  the  following  morning — Saturday  excepted — and  the 
face  of  the  Receive  tickets  then  reveals  the  name  or  names  of 
the  brokers  whom  the  clearing  house  has  designated  as  the 
delivering  brokers,  stating  the  number  of  shares  which  each  one 
is  to  deliver.  On  the  Deliver  tickets  appears  the  name  or  names 
of  the  brokers  whom  the  clearing  house  has  designated  as  the 
receiving  brokers.  Between  10  A.M.  and  2:15  P.M.  all  these 
balances  are  either  received  or  delivered,  thus  settling  the  trans- 
actions. The  smallest  quantity  of  stock  which  is  received  or 
delivered  through  the  clearing  house  is  100  shares;  no  broker 
is  called  upon  to  settle  for  fractional  lots. 

The  Broker's  Clearing  House  Balance 

Before  leaving  the  subject  of  the  clearing  house  sheet  let  us 
consider  the  $300  which  the  broker  has  received  from  the 
clearing  house.  Does  this  sum  represent  a  profit  to  the  broker  ? 
The  answer,  in  order  to  be  clearly  understood,  must  be  given 
indirectly  by  means  of  the  following  explanation  :  Let  us  again 
refer  to  the  purchase  prices  of  the  Reading,  Steel,  and  Smelters 
(Form  8a)  and  compare  them  with  the  delivery  prices  of  the 
same  day  (Form  8b).  The  Reading  stock  has  been  bought 
by  Adams,  Burns  and  Conant  for  $7,675.  By  reason  of  the 
delivery  or  clearing  house  price  being  77,  they  have  to  pay 
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$7,700  instead  of  $7,675,  or  $25  more  than  they  really  should. 
The  broker  who  has  sold  this  stock  for  $7,675  receives  $25 
more  than  is  due  him,  being  compelled  also  to  use  77  as  his 
clearing  house  price.  Deducting  the  less  from  the  greater  side, 
his  sheet  reflects  a  debit  to  the  clearing  house  of  $25,  while 
the  sheet  of  Adams,  Burns  and  Conant  would  show  a  draft 
for  this  amount  if  the  Reading  transaction  were  the  only  item 
cleared.  The  Steel  purchase  for  $10,362.50  is  handled  in  the 
same  manner,  but  here  $37.50  is  the  amount  adjusted.  The 
loo  Smelters  bought  at  63^5  for  $6,312.50  is  offset  on  the 
opposite  side  by  100  Smelters  sold  at  64^4  for  $6,425,  making 
a  profit  of  $i  12.50.  It  is  quite  obvious  that  Adams,  Burns  and 
Conant  have  a  right  to  draw  for  this  amount,  for  the  reason 
tha't  it  happens  to  be  the  only  way  to  collect  the  profit.  Another 
100  shares  of  Smelters  was  sold  at  64^4,  which  must  be  de- 
livered at  63.  On  this  item  Adams,  Burns  and  Conant  are  un- 
derpaid by  the  receiving  broker,  but  they  are  entitled  to  collect 
from  the  clearing  house  the  difference  of  $125.  As  the  sale 
price  for  Union  Pacific  is  the  same  as  the  delivery  price  no 
adjustment  is  necessary.  Thus  Adams,  Burns  and  Conant 
have  a  claim  on  the  clearing  house  for  a  total  of  $300,  and 
the  clearing  house  in  turn  has  a  claim  for  an  equal  amount  on 
the  other  brokers.  This  $300,  therefore,  represents  no  profit, 
but  merely  an  adjustment  necessary  because  of  the  discrepancy 
between  the  delivery  and  the  purchases  or  sales  prices. 

If  the  sheets  of  the  other  brokers  were  analyzed  for  the 
purpose  of  determining  the  amount  Adams,  Burns  and  Conant 
should  collect  from  the  clearing  house,  it  is  safe  to  say  that  a 
reconciliation  could  be  had  very  easily.  In  fact,  the  machinery 
of  the  clearing  house  does  just  this  analytical  work  to  prove 
the  correctness  of  all  items  appearing  on  the  sheets. 

The  two  sides  of  the  sheet  are  now  in  balance,  since  the 
draft  for  $300  equalizes  them.  In  preparing  the  sheet  for 
deposit  with  the  clearing  house,  the  shares  are  checked  up  and 
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footed.     The  clearing  house  tickets,  balance  tickets,  and  the 
draft  accompany  the  sheet  to  the  clearing  house. 

Recapitulation  Sheet 

After  transactions  are  entered  on  the  clearing  sheet  (Form 
8a)  the  balances  of  stocks  To  Receive  and  To  Deliver,  to- 
gether with  the  money  balances,  are  entered  on  a  recapitulation 
sheet  (Form  8b).  This  is  in  accordance  with  the  rules  of  the 
clearing  corporation.  The  purpose  of  this  latter  sheet  is  to 
furnish  the  Day  Branch  of  the  clearing  corporation,  the  func- 
tion of  which  is  explained  in  the  next  section,  with  the  amounts 
of  the  balances  as  above  stated,  so  that  that  organization  may 
know  what  securities  and  sums  of  money  are  on  balance,  due 
to  or  due  from  the  respective  clearing  brokers.  These  balances 
appear  on  the  following  day's  charge  and  credit  tickets 
delivered  to  the  Day  Clearing  Branch  by  the  respective  brokers. 
(See  Appendix  C,  "The  Stock  Clearing  Corporation  of  the 
New  York  Stock  Exchange.") 

The  Day  Clearing  House 

In  describing  the  operation  of  the  Day  Branch  of  the 
Stock  Clearing  Corporation,  reference  must  again  be  made  to 
the  Balance  to  Receive  and  Balance  to  Deliver  tickets  that  are 
filed  with  the  clearing  house  sheet  by  members  in  accounting 
for  the  transactions  coming  under  the  jurisdiction  of  the  clear- 
ing institution. 

It  was  stated  in  a  previous  section  of  this  chapter  that  these 
balance  tickets  are  completed  by  the  clearing  house  supplying 
the  filing  broker  with  the  names  of  those  from  whom  and  to 
whom  securities  are  to  be  received  and  delivered  upon  the  fol- 
lowing delivery  day. 

For  practical  purposes  let  it  be  assumed  that  there  are  to 
be  accounted  for  upon  the  next  delivery  day  the  following  bal- 
ances of  stocks : 
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Receive : 


From  A        500  U.  S.  Steel  at    90 $45,000.00 

"     B        100  A.  B.  S.        "    70 7,000.00 

"     C        200  A.  G.  W.       "145 29,000.00 

"     D        300  Rq.  "  100 30,000.00 

"     E        400  Union  "128 51,200.00 


Total . .  1,500 $162,200.00 

Deliver : 

To  F  loo  R.  B.  C.  at    78 $7,800.00 

"  G  1,000  So.  Pac.  "  100 100,000.00 

"  H           900  So.  Ry.  "    31 27,900.00 

"  J  600  Erie  "     18 10,800.00 


Total.  .2,600 $146,500.00 

A  total  of  1,500  shares  is  to  be  received  against  a  money 
value  of  $162,200,  and  a  total  of  2,600  shares  is  to  be  delivered 
against  a  money  value  of  $146,500.  Under  the  old  regulations, 
before  the  clearing  house  was  organized  in  its  present  form, 
members  were  compelled  to  issue  checks  in  payment  of  the  bal- 
ance of  stocks  received  and  collect  in  payment  of  the  balance 
of  stocks  delivered,  the  checks  being  certified  as  a  rule  where 
the  sum  involved  was  above  $5,000.  This  made  the  matter 
of  financing  transactions  a  rather  burdensome  operation,  par- 
ticularly during  million-share  days  when  the  heavy  transactions 
made  necessary  the  certification  of  many  millions  of  dollars 
between  the  hours  of  10  A.M.  and  2:15  P.M. 

Under  the  new  system,  all  that  is  necessary  is  for  the  broker 
to  receive  or  pay  the  difference  between  the  total  charges  and 
the  total  credits.  Assuming  in  the  example  above  that  all 
securities  are  received  and  delivered  on  the  next  delivery  day, 
the  amount  required  to  settle  the  difference  is  $15,700.  The 
steps  in  the  operation  are  as  follows : 
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1.  Filing  with  the  Day  Clearing  Branch  a  charge  and  a 
credit   ticket   containing   all   the    information   called    for    in 
the   requirements   of   the   clearing   corporation,   to   wit,   the 
clearing  house  number  of  the  riling  member,  his  name,  the 
brokers  from  whom  shares  are  to  be  received  or  to  whom 
they  are  to  be  delivered,  the  quantity,  the  delivery  price,  the 
value,  the  total  number  of  shares,  and  the  total  dollar  amounts 
to  be  charged  and  credited. 

2.  Accompanying  the  charge  and  credit  tickets  are  two 
slips,  showing  only  the  dollar  total  with  which  the  member 
is  to  be  charged  and  the  dollar  total  with  which  he  is  to  be 
credited  at  the  Day  Clearing  Branch. 

3.  Before  10  A.M.  the  charge  and  credit  tickets,  together 
with  the  charge  and  credit  slips  showing  only  the  dollar  values, 
are  filed  with  the  Stock  Clearing  Corporation. 

4.  Between  10  A.M.  and  2  115  P.M.  deliveries  are  made,  and 
to  the  stock  so  delivered  a  formal  bill  is  attached,  filled  out  in 
duplicate. 

5.  After  the  deliveries  have  been  effected,  a  final  receipt 
is  filed  by  each  member  claiming  a  balance  from,  or  owing  a 
balance  to,  the  Stock  Clearing  Corporation,  i.e.,  the  difference 
between  the  total  of  his  charge  and  credit  tickets.     In  the 
illustration  given  above,  a  certified  check  for  $15,700  is  affixed 
to  the  receipt  form  and  sent  to  the  corporation.     When  the 
balance  favors  the  broker,  a  draft  is  affixed  to  the  final  receipt 
ticket,  which,  after  being  signed  by  the  manager  of  the  Stock 
Clearing  Corporation,  is  returned  to  the  broker  and  deposited 
by  him. 

"Failed  to  Deliver"  Stocks 

The  foregoing  illustration  has  been  worked  out  upon  the 
assumption  that  all  securities  due  and  owing  are  delivered. 
Suppose,  however,  that  a  broker  fails  to  deliver  against  some 
of  his  contracts.  In  that  case,  he  is  compelled  to  file  with  the 
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corporation  a  ticket  for  each  "failure"  and  the  value  of  such 
"failed"  stocks  for  which  he  requested  credit  that  morning 
is  deducted  from  his  net  credits  or  added  to  his  net  debits.  The 
draft  which  he  claims  or  the  check  which  he  sends  in  settle- 
ment at  the  end  of  each  day  is  drawn  in  accordance  with  the 
adjusted  differences  occasioned  by  the  "failure."  As  an  exam- 
ple: If  broker  K  fails  to  deliver  to  broker  F  100  shares  of 
Republic  Iron  and  Steel  against  a  value  of  $7,800,  K  files  with 
the  clearing  corporation  on  the  day  of  failure  to  deliver  a  Failed 
to  Deliver  ticket,  and  that  amount  of  credit  for  K  is  deducted, 
thus  making  it  necessary  for  him  to  send  to  the  clearing  cor- 
poration a  check  for  $23,500  instead  of  $15,700.  Liberty 
bonds,  which  have  been  added  to  the  general  list  of  clearing 
house  securities  and  for  which  a  separate  clearing  sheet  is 
filed  each  night,  are  cleared  by  the  Day  Branch  in  precisely 
the  same  way  as  stocks. 

The  establishment  of  the  Day  Branch  of  the  Stock  Clearing 
Corporation  has  saved  a  great  deal  of  unnecessary  financing 
by  the  broker.  Further  plans  have  been  formulated  with  a 
view  to  eliminating  the  still  existing  hardship  attendant  upon 
borrowing  and  returning  money  from  banks. 


CHAPTER  XII 

BALANCING  THE  BLOTTERS 

Balancing  the  Clearing  House  Blotter 

The  clearing  house  blotter,  as  stated  in  Chapter  V,  is  one 
of  the  two  records  from  which  purchases  and  sales  are  posted 
to  the  individual  customers'  accounts,  the  ex-clearing  house 
blotter  being  the  other  record.  We  shall  now  consider  the 
method  by  which  the  clearing  house  blotter  is  balanced. 

In  reviewing  the  columnarization  of  this  record  (Forms 
9a  and  Qb),  we  find  that  the  first  five  columns  on  either  side 
are  practically  identical  with  the  first  five  columns  of  the  receive 
and  deliver  sides,  respectively,  of  the  clearing  house  sheet. 
That  is  to  say,  the  column  which  provides  for  the  name  of  the 
selling  broker,  under  the  caption  "Of  Whom  Bought,"  corre- 
sponds to  the  column  on  the  clearing  house  sheet  which  is 
headed  "Receive  From."  Thus,  the  name  of  the  broker  with 
whom  tickets  have  been  exchanged  against  purchases  appears 
again  in  the  blotter.  In  the  same  way,  in  both  forms  the 
columns  headed  Shares  or  Number  of  Shares,  Description  of 
Stock,  Price,  and  Amount  or  Value,  correspond  and  are  self- 
explanatory. 

In  order  that  the  clearing  house  blotter  may  operate  as 
a  check  upon  the  sheet,  all  the  transactions — the  number  of 
shares,  nature  of  stock,  and  the  amount  involved,  as  evidenced 
by  the  sheet — must  appear  again  upon  the  blotter.  In  effect,  a 
copy  of  the  sheet  is  preserved  in  blotter  form,  for  in  every 
detail  the  sheet  and  blotter  agree. 

The  methods  of  balancing  the  clearing  house  blotter  and  the 
clearing  house  sheet  are  so  much  alike  that  very  little  need  be 
added  to  the  discussion  of  the  balancing  of  the  clearing  house 
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sheet  in  Chapter  XI  other  than  a  treatment  of  the  entries  found 
m  the  blotter  that  are  not  found  on  the  clearing  house  sheet. 
For  this  purpose  we  shall  take  the  transactions  under  the  date 
of  Friday,  December  5,  discussing  them  in  connection  with 
the  clearing  house  blotter  of  Monday,  December  8. 

Purchases : 

100  Reading,  at  76^  for  John  Jones 

100  Steel  common,  at  103^5  for  Fred  Smith 

100  Smelters,  at  63^4  for  Richard  Ross 

Sales : 

200  Smelters,  at  64%  for  Richard  Ross 
100  Union  Pacific,  at  125  for  Fred  Smith 

Glancing  at  the  blotter  we  find  that  the  first  five  columns, 
as  far  as  the  purchases  are  concerned  (Form  Qa),  express  the 
transactions  tully  up  to  the  point  of  cost  to  the  broker,  but  the 
commission  on  the  purchases  must  be  added  to  determine  the 
cost  to  the  customers.  The  commission  column  reflects  this 
additional  charge,  and  the  customer  total  column  combines  the 
amount  and  commission  columns.  The  broker's  total  commis- 
sion on  the  300  shares  purchased  during  the  day  is  $45. 

The  sales,  so  far  as  the  first  five  columns  are  concerned, 
bring  the  transactions  up  to  the  point  of  the  proceeds  received 
by  the  broker  (Form  9b).  From  these  the  commission  and  tax 
must  be  deducted  in  order  to  arrive  at  the  proceeds  which  are 
to  be  credited  to  the  accounts  of  the  customers.  The  pro- 
ceeds of  the  Smelters  sale  are  $12,850  less  $30  for  commission 
and  $8  for  taxes,  or  the  net  sum  of  $12,812.  In  the  case  of  the 
Qmon  Pacific,  the  net  proceeds  are  $12,500  less  $20  for  com- 
mission and  $4  for  state  and  federal  taxes,  or  $12,476.  The 
commission  column  totals  $50,  and  the  tax  columns  $12.  The 
total  commission  earned  on  the  600  shares  bought  and  sold 
during  the  day  is  $95. 
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The  first  step  in  balancing  the  clearing  house  blotter  is  to 
foot  the  individual  monetary  columns  of  the  Receive  page, 
which,  if  cross- footed,  should  equal  the  footing  of  the  cus- 
tomers long  total  column  and  thus  prove  the  correctness  of 
the  work.  In  footing  the  Deliver  page  the  correctness  of  the 
work  can  be  established  by  adding  the  tax  and  commission  col- 
umns to  the  footing  of  the  customers  long  total  column, 
which  should  then  equal  the  footing  of  the  amount  column. 

In  order  to  effect  proper  posting  to  the  Customers  control 
account  due  notice  must  be  taken  of  the  classification  of  cus- 
tomers' purchases  and  sales.  Purchases  may  be  either  for  long 
account  or  to  cover  short  commitments  previously  contracted. 
Sales  may  represent  the  disposal  of  long  securities  formerly 
purchased,  or  newly  made  short  commitments.  Therefore,  un- 
less this  classification  of  customers  control  columns  is  intro- 
duced, the  total  footings  of  the  control  columns  would  be 
posted  to  the  same  account  in  the  ledger.  This  would  result  in 
the  long  and  short  commitments  being  grouped  together  under 
the  same  caption  and  lead  to  the  mixture  of  asset  and  liability 
accounts,  which  would  be  in  need  of  classification  before  it  was 
possible  to  compile  a  proper  balance  sheet. 

To  illustrate  the  procedure,  if  John  Jones  sells  100  shares 
of  United  States  Steel  short  for  $10,400,  his  short  account  will 
reveal  the  fact  and  the  credit  thus  created  will  be  part  of  the 
Customers  Short  control  account  in  the  general  ledger.  If 
Jones  buys  in  his  shortage,  his  short  account  will  be  debited  and 
become  part  of  the  total  charges  posted  to  the  debit  of  the  Cus- 
tomers Short  control  account. 

If  Smith  purchases  100  Smelters  at  63,  his  long  account 
will  be  debited  and  the  debit  thus  created  will  be  made  part  of 
the  Customers  Long  control  account  in  the  general  ledger. 
Upon  the  sale  of  the  Smelter  shares  Smith's  long  account  will 
be  credited  and  a  corresponding  credit  will  appear  in  the  Cus- 
tomers Long  control  account. 
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If,  however,  Jones,  already  short  of  100  Steel,  should  now 
purchase  200  shares  instead  of  100,  then  the  value  of  100 
shares  will  be  charged  to  his  short  account  and  the  value  of 
the  second  100  shares  will  be  charged  to  his  long  account.  In 
dividing  Jones's  purchases  and  entering  the  items  in  the  respec- 
tive customers  long  and  customers  short  control  columns  in  the 
blotter,  the  totals  of  the  control  columns  will  be  posted  to  the 
general  ledger. 

Should  Smith,  already  long  of  100  Smelters,  sell  200  shares 
thus  going  short  of  100  shares,  then  the  customers  control 
columns  on  the  Deliver  page  of  the  blotter  should  properly 
classify  the  sales  by  making  an  entry  for  the  proceeds  of  the 
first  hundred  shares  to  the  credit  of  the  customers  long  column 
and  an  entry  for  the  proceeds  of  the  second  100  shares  to  the 
credit  of  the  customers  short  column. 

As  a  result  of  this  practice,  the  balances  of  the  two  control 
accounts  in  the  general  ledger  will  agree  with  the  sum  total  of 
all  the  individual  debit  and  credit  balances  appearing  in  the  un- 
derlying customers  ledgers. 

In  the  illustration  given  in  Forms  Qa  and  gib  the  "short" 
columns  were  not  entered,  for  the  sake  of  simplicity  in  exposi- 
tion. 

As  a  second  step,  the  total  commission  shown  on  the  Receive 
page  is  carried  into  the  commission  column  on  the  Deliver  page. 
The  total  of  the  two  is  then  carried  to  the  general  column  of  the 
Deliver  page,  and  the  account  to  be  credited  with  this  sum  is 
that  of  Commission.  The  totals  in  the  tax  column  are  treated 
in  the  same  manner,  the  accounts  credited  being  Federal  and 
State  Revenue  Stamps. 

The  next  step  in  balancing  the  blotter  is  the  adjustment  of 
the  clearing  house  balances.  The  delivery  prices  are  used  on 
both  pages,  the  respective  amounts  being  entered  in  the  amount 
column,  and  the  grand  total  of  these  amounts  being  carried 
thence  to  the  general  column,  including  the  draft  for  $300. 
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Under  the  caption  "Account"  appears  "Clearing  House."  If 
all  Balances  to  Receive  and  Balances  to  Deliver  are  carried  over 
to  the  general  column,  and  all  the  columns  are  footed,  the  sum 
of  the  customers  and  the  general  columns  on  the  one  page  must 
equal  that  on  the  other.  The  total  number  of  shares  must  also 
agree  on  both  pages  and  must  agree  with  the  footing  of  the 
shares  columns  on  the  clearing  house  sheet  as  well.  A  glance 
at  Forms  ga  and  qb,  will  show  that  such  is  the  case  with  the 
transactions  given.  The  close  relation  between  the  clearing 
house  blotter  and  the  clearing  house  sheet  is  thus  clearly  seen. 

It  should  be  noted  that  the  cross  marks  appearing  against 
the  clearing  house  items  indicate  that  these  are  not  to  be  posted 
to  the  general  ledger.  The  reason  for  this  is  apparent  enough 
if  we  remember  the  rule  that  all  clearing  house  differences, 
whether  debit  or  credit,  are  self-adjusting.  The  balances  ap- 
pearing on  the  clearing  house  blotter  are  treated  finally  in  the 
ex-clearing  house  blotter  which  is  discussed  in  the  next  chapter. 

The  entry  in  the  blotter  of  such  items  as  commission  and 
taxes  is  not  necessary  if  the  bookkeeper  posts  from  the  dupli- 
cate purchases  and  sales  notices  sent  to  customers  and  referred 
to  in  Chapter  X,  instead  of  resorting  to  the  old  method  of  post- 
ing customers'  accounts  from  the  blotter.  Where  the  new 
method  of  posting  is  in  use,  the  clearing  house  blotter  contains 
the  same  items  as  the  clearing  house  sheet  which  it  supports, 
and  in  addition  the  name  of  the  customer  for  whom  the  pur- 
chase or  sale  has  been  made.  The  customer's  name  is  entered 
merely  as  a  means  of  tracing  the  item  to  the  purchases  and  sales 
sheets  in  the  event  that  such  reference  is  necessary. 

Loan  Blotter 

All  clearing  house  items  which  are  borrowed  and  loaned, 
or  called  and  returned,  are  kept  separate  and  distinct  from 
transactions  resulting  from  customers'  activities.  The  loaned 
and  borrowed  items  are  entered  on  separate  blotter  sheets, 
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known  collectively  as  the  loan  blotter.  It  should  be  clearly 
understood  that  this  loan  blotter  is  part  of  the  general  clearing 
house  blotter  and  is  included  for  balancing  purposes.  It  is 
merely  used  for  the  purpose  of  segregating  items  arising  out  of 
transactions  incidental  to  the  buying  and  selling  of  stocks,  i.e., 
stocks  borrowed,  loaned,  called,  or  returned. 

Since  such  items  carry  with  them  the  element  of  interest 
or  premium,  such  interest  or  premium  items  must  be  posted 
by  the  bookkeepers.  In  fact,  the  entire  loan  blotter  is  used  by 
the  bookkeeping  staff  for  posting  purposes.  It  is  to  be  remem- 
bered that  transactions  concerning  stocks  borrowed  or  loaned 
are  items  which  must  be  recorded  from  the  original  book  of 
entry,  which  in  this  case  is  the  loan  blotter. 

Balancing  the  Ex-Clearing  House  or  Cash  Blotter 

The  ex-clearing  house  blotter  has  heretofore  been  usually 
referred  to  as  the  cash  blotter.  This  name  was  given  to  the 
book  because  it  concerns  itself  primarily  with  handling  cash 
items. 

On  the  Deliver  page  of  the  blotter  the  first  entry  made  on  a 
particular  day  is  the  cash  balance  at  the  bank  carried  forward 
from  the  previous  day. 

The  next  entries  cover  the  balances  of  securities  to  be  re- 
ceived or  delivered  against  payment  as  a  result  of  the  clearing 
house  sheet  filed  the  day  before. 

The  third  set  of  entries  are  those  reciting  the  purchases  and 
sales  of  all  ex-clearing  house  securities,  such  as  odd  lots,  bonds, 
and  unlisted  shares. 

The  fourth  group  of  entries  reflects  the  cash  received  from 
customers  as  margins,  the  receipt  of  dividends  and  interest  on 
bonds,  payment  of  cash  to  customers,  payment  of  expenses, 
and  interest  paid  on  bank  loans. 

The  fifth  and  last  entries  record  the  receipt  of  securities 
from  customers  and  from  transfer  offices,  the  delivery  of 
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securities  to  customers,  and  the  deposit  of  securities  with 
transfer  offices. 

The  balancing  of  the  cash  blotter  is,  with  a  few  differences, 
similar  to  that  of  the  ordinary  commercial  cash  book.  On 
the  Receive  page  the  amount  columns  are  posted  as  are  also 
the  commission,  customers,  and  general  columns.  The  total 
of  the  amount  column  represents  the  actual  cash  disbursed. 
On  the  Deliver  page  the  amount,  commission,  tax,  customers, 
and  general  columns,  are  posted.  The  footing  of  the  com- 
mission column  on  the  Receive  page  is  carried  over  and  added 
to  the  footing  of  the  commission  column  on  the  Deliver  page. 
The  sum  total  of  the  commissions  is  then  carried  to  the  gen- 
eral column,  as  is  the  total  of  taxes,  set  up  respectively  as 
"N.  Y.  State  Tax"  and  "Federal  Tax."  The  total  of  the 
amount  column  represents  all  moneys  received.  Hence  the 
difference  between  the  cash  received,  including  the  balance 
with  which  the  day  was  begun,  and  the  cash  disbursed,  as 
shown  on  the  Receive  page  of  the  blotter,  represents  the  new 
cash  balance  in  the  bank.  For  balancing  purposes  the  bank 
balance  is  carried  over  to  the  Receive  page  in  red  ink.  The 
footings  of  the  amount  columns  on  both  pages  of  the  blotter 
will  now  agree.  The  bank  balance  appearing  in  red  on  the 
Receive  page  will  be  the  first  item  carried  to  the  Deliver  page 
on  the  ensuing  day. 

There  remains  but  the  posting  of  the  blotter.  As  the  first 
step  in  this  procedure  the  commission  and  the  tax  accounts 
are  credited  with  the  item  posted  from  the  general  column  on 
the  Deliver  page.  The  customers  columns  on  the  Receive 
page  and  on  the  Deliver  page  are  then  posted  respectively  to 
the  debit  and  credit  of  the  Customers  control  account  on  the 
general  ledger,  while  individual  posting  to  the  personal 
accounts  of  customers  is  made  in  the  customers  ledgers.  The 
bank  or  Cash  account  is  now  debited  with  the  amount  of  the 
bank  balance  as  it  appears  on  the  Receive  page,  since  in  doing 
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so  the  asset,  "cash,"  is  spread  upon  the  broker's  books.  The 
bank  or  Cash  account  will  be  credited  with  the  same  balance 
on  the  ensuing  day  as  was  carried  over  from  the  preceding 
day,  and  at  the  close  of  business  on  this  second  day  the  new 
bank  balance  will  be  debited  to  the  Cash  account.  The  effect 
of  these  debit  and  credit  postings  to  the  Cash  account  is  tanta- 
mount to  balancing  the  Cash  account  each  day. 

Let  us  follow  the  balances  over  a  period  of  several  days. 
Assume  that  the  firm  of  Adams,  Burns  and  Conant  bank  at 
the  Manhattan  Company  and  that  the  bookkeeper  has  posted 
from  the  Receive  page,  as  of  January  2,  a  balance  to  the  debit 
of  the  bank  amounting  to  $75,000.  From  the  cash  blotter  of 
January  3  he  will  post  from  the  Deliver  page  a  credit  to  the 
bank  of  $75,000  and  a  debit  from  the  Receive  page  of  $69,000, 
which  is  taken  to  be  the  new  balance  as  of  January  3.  On 
January  4  he  will  post  again  from  the  Deliver  page  a  credit 
to  the  bank  account  amounting  to  $69,000  and  from  the 
Receive  page  the  new  balance,  say  of  $73,000.  As  a  conse- 
quence of  these  daily  postings,  the  last  debit  to  the  bank 
account  represents  the  balance  of  the  deposit  account. 


CHAPTER  XIII 

BROKERAGE    TRANSACTIONS— OPERATING 
METHODS 

Typical  Transactions 

In  order  that  the  principles  of  brokerage  accounting  may 
be  clearly  understood  it  is  expedient  to  treat  representative 
transactions  of  the  average  brokerage  house  and  show  the 
order  of  entries  from  the  inception  of  the  business  to  the 
closing  of  the  books  of  account. 

The  typical  transactions  in  securities  of  which  daily 
record  is  made  may  be  summarized  as  follows :  purchasing 
and  selling;  borrowing  and  lending;  calling,  returning,  and 
renewing  loans  of  stock. 

The  following  transactions  have  a  direct  bearing  upon 
financing  purchases  and  sales:  clearance  loans,  and  collateral 
bank  loans. 

Other  matters  to  be  considered  are :  interest  and  premiums 
in  connection  with  money  borrowed  or  loaned  and  stocks 
borrowed  or  loaned,  which  reflect  costs  or  earnings  inci- 
dental to  financing  purchases  or  providing  securities  for 
delivery  against  short  sales  made  by  customers;  commission 
and  interest  on  customers'  transactions  which  are  additional 
factors  affecting  earnings;  mark-ups  and  mark-downs,  as  they 
affect  stock  loans;  Failed  to  Receive  and  Failed  to  Deliver 
items,  which  pertain  to  omissions  to  complete  contracts 
between  brokers;  dividends  credited  or  charged  to  customers; 
the  interest  on  bond  purchases  or  sales;  the  computation  of 
interest  on  customers'  accounts  and  the  rendering  of  monthly 
statements  to  customers. 

104 
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Partnership  Contributions 

The  tangible  assets  contributed  to  a  partnership  in  the 
brokerage  business  are  usually  cash,  securities,  or  the  use  of 
Stock  Exchange  memberships.  Frequently  persons  are  given 
an  interest  in  the  business  because  of  the  clientele  they  com- 
mand, or  because  of  the  special  services  they  can  render. 
Neither  is  it  unusual  for  persons  to  become  special  partners 
and  finance  the  business  without  taking  an  active  part  in  the 
general  management  of  the  affairs  of  the  partnership.  A 
Stock  Exchange  member  who  is  a  special  partner  of  a  firm 
cannot  confer  any  of  the  privileges  of  the  Stock  Exchange 
upon  the  firm. 

The  contribution  of  cash  does  not  raise  the  same  questions 
as  do  security  or  membership  contributions,  for  in  the  latter 
cases  the  terms  of  the  partnership  agreement  or  the  Stock 
Exchange  rules  must  govern  the  method  of  entry  upon  the 
books  or  the  extent  of  credit  given  to  the  partners  contribut- 
ing securities,  or  to  the  one  contributing  membership  in  the 
Stock  Exchange. 

Security  contributions  may  be  accepted  under  various  con- 
ditions. The  partners  may  covenant  to  accept  the  securi- 
ties at  a  stipulated  value  for  the  firm's  investment  account, 
thereby  occasioning  an  entry  debiting  the  Investment  account 
and  crediting  the  partner's  capital  account ;  or  they  may  agree 
that  the  stipulated  value  of  the  securities  shall  fix  the  sum 
which  the  contributing  partner  agrees  to  keep  good  during  the 
period  of  the  partnership.  In  the  latter  case  actual  credit  to 
the  latter's  capital  account  is  deferred  until  the  securities  are 
sold,  when  the  cash  received  is  made  the  basis  of  an  entry 
debiting  Cash  and  crediting  the  partner's  capital  account. 

If  from  the  time  of  depositing  the  securities  their  price 
declines  20%  from  the  value  originally  agreed  upon  by  the 
partners,  the  partner  who  contributed  them  must  make  good 
the  loss  by  contributing  additional  securities.  The  principal 
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point  to  remember  here  is  that  the  contributing  partner  does 
not  receive  any  credit  in  his  capital  account  until  he  realizes 
upon  his  investments.  Meanwhile  he  is  entitled  to  all  incre- 
ments which  his  securities  bring,  such  as  dividends,  subscrip- 
tion rights,  and  interest.  If  the  securities  are  finally  sold  and 
bring  less  than  the  sum  which  he  has  covenanted  to  contribute, 
the  difference  is  supplied  by  him  in  the  manner  indicated  by 
the  terms  of  the  partnership  contract.  This  manner  of  treating 
the  security  contributions  to  capital  is  to  be  preferred  to  the 
other  method,  because  it  does  not  make  the  other  partners 
parties  to  the  speculation. 

Stock  Exchange  Memberships 

A  Stock  Exchange  seat  entitles  the  member  to  certain  privi- 
leges of  the  Board,  which  he  can  confer  upon  the  firm  of  which 
he  is  a  partner,  unless  he  is  a  special  partner.  The  seat  cannot 
be  held  in  the  firm's  name,  since  the  Exchange  only  considers 
its  own  member's  relationship  to  itself.  Any  misconduct  of 
the  firm  is  generally  considered  the  misconduct  of  the 
Exchange  member.  If  he  is  suspended  or  expelled  the  firm 
is  automatically  ruled  off  the  Board  and  can  do  no  further 
business  in  an  official  way  with  other  Exchange  houses  until 
its  Exchange  representation  is  restored. 

In  view  of  this  it  is  difficult  to  conceive  how  a  partnership 
can  lay  claim  to  the  Stock  Exchange  membership  in  fee. 
However,  a  value  is  placed  by  most  brokerage  houses  upon 
the  privilege  conferred  by  the  member  of  the  Board,  and  it 
is  that  value  which  forms  the  basis  of  the  entry  charging 
"Exchange  Privileges,"  or  Stock  Exchange  Seat  account,  and 
crediting  the  capital  account  of  the  partner. 

Among  several  Stock  Exchange  concerns  the  value  of  the 
privilege  is  not  spread  upon  the  books,  thus  evidencing  more 
correctly  the  status  of  the  contribution,  i.e.,  the  intangible 
rather  than  the  real  value  which  a  member  in  the  Stock  Ex- 


TRANSACTIONS— OPERATING  METHODS  107 

change  turns  over  to  his  firm.  And  for  this  privilege  or 
Exchange  representation  an  interest  in  the  partnership  is 
granted  to  him.  The  firm  must  not  supply  the  funds  with 
which  the  seat  is  purchased  and  a  Stock  Exchange  member 
may  represent  only  one  local  firm  at  a  time. 

Inception  of  a  Brokerage  Partnership 

On  January  3,  1920,  A.  Adams,  B.  Burns  and  C.  Conant 
form  a  partnership  under  the  firm  name  of  Adams,  Burns 
and  Conant.  The  object  is  to  conduct  a  stock  brokerage  busi- 
ness. Adams  contributes  capital  in  the  form  of  a  Stock  Ex- 
change seat  valued  at  $100,000  and  $100,000  in  cash.  Burns 
contributes  $100,000  in  cash.  Conant's  contribution  consists 
of  -securities  the  par  value  of  which  is  $200,000,  with  an 
accepted  market  value  of  $190,000,  it  being  the  intention  of 
the  parties  to  regard  the  latter  amount  as  Conant's  full  con- 
tribution. The  securities  so  given  are  listed  below : 

$100,000  Union  Pacific  ist  4%  Bonds (market  value)  $95,000.00 

50,000  United  States  Steel  5%  Bonds "          "        50,000.00 

50,000  Southern  Pacific  Refunding  4%  B.onds  '  "        45,000.00 


Total    $190,000.00 

All  profits  and  losses  are  to  be  divided  equally  among  the 
partners.  Books  of  account  are  to  be  kept  to  which  all  part- 
ners are  to  have  access.  The  depository  is  to  be  the  Bank 
of  the  Manhattan  Company. 

Opening  Entries 

The  salient  facts  to  be  recorded  in  the  opening  entries  in 
the  ex-clearing  house  or  cash  blotter  (Forms  loa  and  rob) 
relate  to  capital  contributions.  On  January  3  these  entries 
appear:  Adams'  capital  account  is  credited  with  $200,000, 
of  which  $100,000  appears  as  credit  for  his  cash  contribution 
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and  $100,000  for  his  Stock  Exchange  seat.  Burns's  capital 
account  is  credited  with  $100,000,  with  the  explanation  that 
the  contribution  is  in  the  nature  of  cash.  Conant's  capital 
account  is  credited  with  $190,000,  composed  of  the  three  secu- 
rity items.  All  these  entries  appear  on  the  credit  or  Deliver 
page  (Form  lob)  of  the  ex-clearing  house  or  cash  blotter. 

The  debit  entries  are  made  on  the  debit  or  Receive  page 
of  the  same  blotter  (Form  loa)  as  follows:  Stock  Exchange 
Membership  account  is  charged  with  $100,000,  the  description 
of  the  entry  referring  to  Adams'  contribution.  Investment  or 
Securities  account  is  charged  with  $190,000,  the  contribution 
of  Conant.  Needless  to  say  a  full  description  of  the  securities 
is  recorded  so  that  proper  posting  can  be  made  in  the  ledger. 

There  remains  only  an  item  of  cash  to  be  considered  to  com- 
plete the  transactions  incidental  to  partnership  matters.  The 
total  of  cash  received  from  the  parties  amounts  to  $200,000, 
and  instead  of  the  Cash  account  being  charged  as  is  customary 
in  making  an  entry  in  commercial  books,  the  name  of  the 
depository  bank,  to  wit,  Bank  of  the  Manhattan  Company, 
appears  in  the  cash  blotter  as  the  account  to  be  charged.  Hence 
the  entries  if  journalized  would  appear  as  follows : 

Debits : 

Stock  Exchange  Membership $100,000.00 

Investments  or  Securities 190,000.00 

Manhattan  Company 200,000.00 


Total    $490,000.00 

Credits : 

Adams'  Capital  Account  $200,000.00 

Burns's  Capital  Account     100,000.00 

Conant's  Capital  Account  190,000.00 


Total    $490,000.00 
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Another  Method  of  Treatment 

If  a  private  ledger  is  kept  for  the  purpose  of  withholding 
from  clerks  information  of  a  personal  nature,  the  ex-clear- 
ing house  blotter  will  show  on  the  Receive  page  all  the  items  as 
heretofore  stated,  except  that  cross  references  to  the  capital 
accounts  will  be  omitted.  On  the  credit  or  Deliver  page  one 
item  for  $490,000  will  appear  for  the  credit  of  "Private  Led- 
ger" controlling  account,  the  details  of  which  will  be  shown 
in  the  private  journal  and  posted  to  the  private  ledger. 

Instead  of  journalizing  the  Exchange  Membership  and 
Investment  account  in  the  blotter,  the  supplementary  journal 
can  be  used  for  the  same  purpose.  In  case  the  supplementary 
journal  is  used,  only  the  cash  to  the  debit  of  the  Bank  of  the 
Manhattan  Company  appears  in  the  blotter  while  the  comple- 
ment credit  is  to  Adams'  and  Burns's  capital  accounts;  or  if  a 
private  ledger  is  in  service,  the  credit  is  to  the  "Private 
Ledger"  controlling  account. 

Customers'  Purchases  and  Sales 

On  January  4  the  purchases  for  customers  were  as  follows : 

500  Steel  at  104,  for  the  account  of  A 
100  Union  Pacific  at  125,  for  B 
200  Pennsylvania  at  41,  for  C 
100  Anaconda  at  77,  account  of  D 

The  sales  of  the  day  were : 

2,000  Reading  at  77,  account  of  E 
500  Smelters  at  63,  account  of  F 
800  Anaconda  at  77,  account  of  G 
200  American  Beet  Sugar  at  95,  for  A 

The  odd-lot  purchases  were : 

10  American  Can,  preferred,  at  101  for  H 
30  Anaconda  at  77,  for  the  account  of  J 
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The  odd-lot  sales  were : 

10  Union  Pacific  at  125,  for  K 

25  Brooklyn  Rapid  Transit  at  20,  for  L 

The  cash  received  on  January  5  was : 

$2,500  from  A 
1,000  from  B 
1,000  from  C 
4,000  from  G 

100  from  H 

250  from  L 

The  purchase  of  100  Anaconda  for  the  account  of  D  will 
be  taken  up  by  him;  that  is  to  say,  he  will  pay  the  brokers  the 
sum  of  $7,715  and  will  have  delivered  to  him  the  100  shares 
which  he  bought.  The  transaction  entered  into  by  J,  embracing 
30  shares  of  Anaconda  at  77  will  also  be  paid  for  and  the 
stock  delivered  to  him.  K  will  deliver  10  shares  of  Union 
Pacific  against  his  sale.  All  the  transactions  will  be  settled 
on  the  next  following  delivery  day,  namely,  January  5,  so  that 
proper  provision  must  be  made  for  the  receipt  and  delivery  of 
the  shares  involved. 

Financing  the  Transactions 

When  a  merchant  commits  himself  to  the  purchase  of  mer- 
chandise for  cash  he  keeps  constantly  in  mind  the  amount  which 
he  will  be  compelled  to  pay  upon  delivery  of  the  goods  to  him. 
He  completes  his  banking  arrangements  usually  before  the 
goods  are  received.  Unlike  the  merchant,  the  broker  pays  lit- 
tle regard  to  the  total  cost  of  purchases  made  by  his  customers, 
for  it  is  his  ability  to  borrow  freely  on  securities  which  makes 
his  task  an  easy  one  as  compared  with  the  merchant's.  If  of 
the  loo-share  lots  of  clearing  house  listings  there  is  an  excess 
of  purchases  over  sales,  the  broker  merely  gives  orders  after 
5  P.M.  to  lend  stocks  to  the  other  brokers  desirous  of  borrow- 
ing them.  This  is  attended  to  by  the  broker's  clerk  on  the 
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Stock  Exchange.  Failing  to  lend  the  stock,  he  can  easily  ar- 
range the  day  following,  with  his  bank  or  any  other  lender, 
to  borrow  from  60%  to  80%  of  the  market  value  of  securities 
which  he  pledges  as  collateral. 

Borrowing  Stocks  Against  Short  Sales 

The  question  of  short  selling  has  always  been  one  difficult 
to  comprehend  by  the  average  layman.  A  word  of  explanation 
will  not  be  amiss  at  this  point,  since  the  operation  involves  a 
technical  matter  which  requires  a  simple  exposition  in  order 
that  the  subject  may  be  more  fully  understood.  Let  us  take  for 
purpose  of  illustration  a  storekeeper  who  is  engaged  in  selling 
hardware.  One  of  his  customers  desires  to  buy  a  certain  style 
of  hammer  of  which  the  dealer  finds  he  is  out  of  stock  at  the 
moment.  Not  wishing  to  lose  the  sale,  he  borrows  the  tool 
from  his  next-door  neighbor,  also  engaged  in  the  hardware 
business.  The  first  dealer  pays  the  second  one  the  cost  price 
of  the  article,  and  later,  when  he  receives  a  shipment,  he  re- 
turns a  hammer  of  the  same  style  and  number  as  the  one 
which  he  borrowed  and  receives  in  return  the  amount  of  money 
which  he  paid  to  his  neighbor.  This  completes  the  transaction. 

Now  let  it  be  assumed  that  A,  believing  that  a  certain  se- 
curity is  selling  at  a  price  disproportionately  high  compared 
with  its  true  value,  instructs  his  broker  to  sell  100  shares  of 
that  particular  stock.  At  the  time  of  giving  the  order  to  his 
.broker  he  does  not  own  the  shares  he  directs  to  be  sold,  and 
this,  technically  speaking,  makes  him  short  of  the  stock.  As 
he  has  sold  something  which  does  not  belong  to  him,  he  must 
eventually  repurchase  it,  that  is,  "cover"  his  commitment.  His 
broker,  however,  is  in  the  meantime  compelled  to  obtain  the 
shares  to  make  delivery  against  his  customer's  short  sale,  as 
it  should  be  remembered  that  according  to  the  rules  of  the 
Stock  Exchange  deliveries  must  be  effected  the  next  day  against 
all  sales  made  in  the  "regular  way." 
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Just  as  the  broker  lends  his  excess  purchases,  so  other  brok- 
ers lend  theirs,  and  in  this  particular  case  the  stock  the  broker 
requires  for  delivery  purposes  is  obtained  in  the  loan  crowd, 
which  assembles  after  3  P.M.  on  the  floor  of  the  Stock  Ex- 
change. The  stock  is  borrowed  there,  and  on  the  next  business 
day  is  delivered  at  the  market  price.  When  the  customer 
eventually  repurchases,  or  covers,  his  short  commitment  his 
broker  comes  into  possession  of  the  stock  which  he  previously 
borrowed.  He  is  now  able  to  return  the  shares  to  the  broker 
from  whom  he  previously  borrowed,  and  he  receives  in  re- 
turn the  amount  of  money  which  he  paid  to  obtain  the  bor- 
rowed stock.  The  transaction  is  now  closed. 

Let  us  consider  the  stock-borrowing  requirement  due  to 
the  short  sales  made  by  customers  on  January  4.  The 
purchases  and  sales  book  reflects  a  shortage  of  2,000  Reading, 
500  Smelters,  800  Anaconda,  and  200  American  Beet  Sugar. 

As  these  issues  are  all  clearing  house  stocks,  they  are  bor- 
rowed in  the  loan  crowd  on  the  afternoon  of  January  4  for 
settlement  on  January  5.  When  this  is  done  and  all  the  clear- 
ing house  purchases  and  sales  are  written  up  in  the  clearing 
house  blotter,  the  next  steps,  which  are  taken  simultaneously, 
are  the  preparation  of  the  clearing  house  sheet  and  the  balanc- 
ing of  the  clearing  house  blotter.  Besides  this  it  is  necessary  to 
enter  the  borrowing  transactions  in  the  stocks  borrowed  and 
loaned  book  (Forms  4a  and  4b),  giving  the  name  of  the  lender 
and  a  full  account  of  the  terms  on  which  the  stocks  are  so 
borrowed.  The  securities  ledger  will  contain  a  record  of  these 
borrowed  securities,  giving  all  necessary  information. 

On  January  5,  the  day  on  which  the  transactions  of  January 
4  are  settled,  the  receipts  from  the  clearing  house  are  500  Steel, 
100  Union  Pacific,  200  Pennsylvania,  and  100  Anaconda.  Let 
us  assume  that  the  broker  was  unable  to  lend  these  shares 
advantageously  the  day  before. 

Mr.  D.,  for  whom  100  shares  of  Anaconda  were  purchased, 
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remits  $7,715,  the  amount  of  his  debit  balance,  against  which 
payment  delivery  is  made  of  100  shares  of  this  stock.  The 
receipt  of  cash  from  D,  together  with  the  receipts  from  the 
clearing  house  as  above  stated  and  the  odd-lot  transactions, 
are  all  to  be  found  in  the  ex-clearing  house  or  cash  blotter  of 
January  5. 

Odd-Lot  Transactions 

A  word  is  necessary  here  to  explain  the  manner  in  which 
short  sales  in  odd  lots  are  treated.  According  to  the  purchases 
and  sales  book  in  which  such  listings  are  recorded,  the  broker  is 
called  upon  to  deliver  25  shares  of  Brooklyn  Rapid  Transit. 
Assume  that  the  broker  does  not  have  a  25-share  certificate 
available  for  delivery,  and  as  odd  lots  have  no  loan  market  he 
cannot  borrow  the  shares.  He  may  then  "fail"  to  make  de- 
livery with  the  consent  of  the  buyer.  If,  however,  the  buyer 
demands  delivery,  the  seller  is  compelled  to  split  up  a  zoo-share 
certificate  in  the  transfer  office  of  the  company  and  thus  effect 
delivery  through  transfer,  as  it  is  called;  or  the  buyer  may 
give  75  shares  change  for  a  loo-share  certificate. 

If  the  broker  fails  to  deliver  these  25  shares  of  Brooklyn 
Rapid  Transit,  it  entails  the  making  of  an  entry  on  the  Receive 
or  debit  page  of  the  ex-clearing  house  blotter  to  show  that 
the  Failure  to  Deliver  account  is  charged  with  25  shares  of 
Brooklyn  Rapid  Transit,  involving  $500,  and  D's  account  is 
credited  on  the  Deliver  page  in  much  the  same  manner  as 
though  delivery  were  actually  made.  In  other  words,  the  cus- 
tomer's account  is  credited  either  through  the  blotter  or  by 
means  of  the  duplicate  notice  of  sale  (whichever  system  is  in 
use)  whether  or  not  the  transaction  is  settled.  If  the  trans- 
action is  not  immediately  settled  by  delivery  that  day,  then  a 
debit  entry  must  appear  to  take  the  place  of  cash,  which  ordin- 
arily would  be  received  if  delivery  were  made.  This  debit  entry 
is  charged  against  the  Failure  to  Deliver  account.  When  even- 
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tually  the  stock  is  delivered,  the  credit  item  appears  for  the 
account  of  Failure  to  Deliver  and  a  debit  to  the  Cash  account 
completes  the  double  entry. 

The  10  shares  of  Union  Pacific  sold  at  164  for  the  account 
of  K  have  been  received,  thereby  allowing  their  delivery.  The 
30  shares  of  Anaconda  purchased  at  77  have  been  transferred 
to  the  name  of  J,  who  has  paid  $2,314.50.  As  a  rule  the 
transfer  of  securities  is  not  made  until  the  check  given  by  the 
customer  is  cleared  by  the  bank. 

Routine  Records 

The  stock  transfer  register  is  necessarily  called  into  use 
at  this  point  to  evidence  the  deposit  of  stock  with  the  transfer 
office. 

The  customers'  transactions  are  entered  in  the  customers 
ledger,  the  entries  being  taken  from  the  duplicate  notices  of 
purchase  and  sale,  to  which  reference  was  made  in  Chapter  X, 
or  from  the  blotters  if  they  are  used  as  posting  media  for 
customers'  items.  The  other  accounts,  with  the  captions  of 
Stock  Borrowed,  Commission,  Federal  Revenue  Stamps,  and 
New  York  State  Revenue  Stamps,  are  posted  in  the  general 
ledger.  If  only  one  ledger  is  used,  as  is  the  case  in  some 
brokerage  houses,  all  the  transactions  are  posted  to  the  general 
ledger. 

The  revenue  stamps  accounts  are  credited  with  the  amount 
of  the  federal  and  New  York  State  tax  stamps  consumed  in 
the  process  of  stock  delivery.  This  presupposes  an  expendi- 
ture for  revenue  stamps,  which  when  purchased  are  charged  to 
these  accounts.  The  revenue  register  is  also  called  into  opera- 
tion to  express  the  transfer  of  stock  by  sale  of  the  securities 
dealt  in  on  January  4. 

The  "depot  box"  book  further  evidences  the  deposit  in  the 
vault  of  securities  that  are  in  the  possession  of  the  brokers  and 
that  are  being  carried  by  them  for  the  accounts  of  their  clients. 
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Customers  Margin  Book 

The  customers  margin  book  is  now  the  only  record  which 
has  not  been  treated  in  connection  with  the  transactions  of 
January  4.  F's  margin  sheet  shows  that  he  is  short  of  500 
shares  of  Smelters  at  63.  If,  for  purposes  of  illustration,  we 
assume  that  the  closing  price  of  Smelters  is  68  (this  being  the 
last  price  of  the  day),  then  the  account  will  reflect  a  market 
debit  approximately  $2,500.  This  debit  is  arrived  at  in  the 
following  manner :  F  will  at  one  time  or  another  be  compelled 
to  purchase  this  stock  against  his  shortage.  If  he  "covered" 
now  at  the  prevailing  price  of  68,  he  would  lose  5  points  on  500 
shares,  or  $2,500.  To  this  paper  loss  must  be  added  the 
amount  of  commissions,  and  the  tax.  Since  there  is  no  evi- 
dence of  F  depositing  any  margin  on  January  5,  the  brokers 
will  call  upon  him  to  remit  at  once  sufficient  funds  in  order  to 
protect  themselves  on  his  commitment.  As  $2,500  has  already 
been  lost  at  the  present  market  price  of  the  stock,  the  amount 
he  will  be  called  upon  to  send  will  be  at  least  $7,500.  This 
sum  is  arrived  at  in  the  following  manner:  10  points  on  500 
shares,  which  equals  $5,000,  plus  the  $2,500  deficit  makes  a 
total  of  $7,500.  This  margin  will  tend  to  adjust  the  difference 
between  63  at  which  F  sold  and  the  current  market  price,  68. 

The  account  of  G  is  short  of  800  Anaconda  at  77,  against 
which  he  has  deposited  a  margin  of  $4,000,  or  5  points  on  each 
hundred  shares.  As  this  margin  is  insufficient  according  to 
the  standard  requirements  of  today,  he  will  be  called  upon  to 
make  good  the  deficiency  of  5  points  by  remitting  a  check  for 
an  additional  $4,000.  If  the  price  of  Anaconda  should  rise 
to  80,  he  will  be  called  upon  to  make  further  payments  to 
cover  the  difference  between  77  and  80,  or  3  points  on  500 
shares,  which  amounts  to  $1,500.  After  these  remittances  have 
been  made  G's  account  will  be  well  secured,  for  a  margin  of  10 
points  for  securities  selling  in  the  neighborhood  of  70  is  gen- 
erally considered  ample. 
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The  account  of  E  does  not  require  comment  as  it  is  similar 
in  nature  to  that  of  F. 

A  is  long  of  500  shares  of  Steel  and  short  of  200  American 
Beet  Sugar.  Two  margin  sheets  are  necessary  to  determine 
A's  standing  in  the  market.  Assuming  that  the  price  of 
neither  stock  undergoes  change,  he  is  requested  to  deposit  a 
margin  of,  say,  10  points,  or  $5,000,  on  his  "long"  position  and 
none  against  his  "short"  position.  However,  he  is  called  upon 
to  deposit  additional  funds  in  the  event  that  the  price  of  his 
short  securities  advances  more  rapidly  than  the  price  of  his 
long  securities.  The  rule  is  that  a  customer  is  required  to 
margin  fully  the  account  in  which  his  position  predominates, 
either  long  or  short,  and  the  other  account  only  to  an  extent 
sufficient  to  offset  paper  losses.  If  the  deposit  by  the  customer 
is  not  large  enough  on  the  basis  of  this  method  of  calculation 
to  secure  the  broker  against  fluctuations,  additional  funds  are 
requested. 

In  the  case  of  B,  the  price  of  Union  Pacific  has  advanced 
2  points,  so  that  the  account  has  a  margin  of  $1,300,  or  13 
points,  on  a  hundred  shares.  This  result  is  arrived  at  as  fol- 
lows: This  stock  has  been  purchased  at  125  and  the  present 
market  price  is  128,  thus  showing  a  profit  of  $300.  As  B 
has  deposited  with  his  brokers  $1,000,  his  total  margin  is 
now  $1,300. 

C's  account  has  a  margin  of  only  5  points,  as  he  has  de- 
posited but  $1,000  against  the  purchase  of  200  shares  of  Penn- 
sylvania stock  at  41.  The  usual  request  for  additional  margin 
is  therefore  made.  The  margin  accounts  of  H  and  L  are  com- 
paratively simple  and  require  no  comment. 

The  entry  of  the  foregoing  transactions  completes  the 
record  for  January  4.  The  work  involved  is  usually  distributed 
among  the  various  departments  in  the  office  so  that  it  may  be 
completed  with  the  greatest  dispatch.  The  work  in  the  cashier's 
department  is  concluded  after  delivery  time,  or  2 115  P.M.,  and 
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embraces  generally  the  borrowing  of  money  to  complete  the 
banking  requirements. 

Call  or  Demand  Loans 

It  will  be  recalled  that  500  shares  of  Steel,  100  Union 
Pacific,  200  Pennsylvania,  and  100  Anaconda  are  received 
through  the  clearing  house  on  January  5  against  purchases 
made  on  the  previous  day.  These  receipts  involve  the  payment 
of  about  $79,000.  While  the  cash  balance  of  brokers  is  suffi- 
cient to  pay  for  these  securities,  the  question  is  purposely  raised 
here  as  to  how  the  broker  arranges  the  financing  of  his  pur- 
chases when  he  is  compelled  to  borrow  money.  In  such  a  case 
he  requests  the  Stock  Exchange  member  of  the  firm  before 
3  P.-M.  to  borrow  funds  in  order  that  the  firm's  bank  balance 
may  be  improved.  Let  us  assume  that  the  loan  is  for  $65,000. 
Banks  in  Wall  Street  usually  employ  a  Stock  Exchange  mem- 
ber to  lend  their  surplus  funds  on  call  or  demand.  The  broker 
arranges  to  borrow  the  sum  required  and  the  lending  bank's 
representative  notifies  it  that  $65,000  has  been  loaned  to  the 
broker  in  question,  whereupon  the  borrowing  broker  sends  col- 
lateral to  the  bank  and  gets  the  loan.  The  collateral  amounts 
to  at  least  120%  of  the  sum  borrowed.  The  money  is  de- 
posited with  the  Bank  of  the  Manhattan  Company  in  which 
the  broker  carries  his  deposit.  The  account  credited  on  the 
books  of  the  broker  is  Money  Borrowed  and  contains  the 
details  of  the  transaction — the  amount  borrowed,  the  rate  of 
interest  to  be  paid,  and  the  collateral  contained  in  the  loan. 

Final  Entries 

The  final  operation  in  the  day's  work  is  the  balancing  of 
the  blotter,  bringing  down  on  the  Receive  page  the  balance  of 
cash  with  which  the  bank  is  charged.  It  is  evident,  therefore, 
that  the  bank  account  appearing  in  the  general  ledger,  together 
with  any  petty  cash,  comprises  the  usual  Cash  account.  The 
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bank  balance  is  immediately  carried  to  the  Deliver  page  of  the 
next  day's  cash  or  ex-clearing  house  blotter  so  that  the  amount 
charged  to  the  bank  on  January  5  will  be  credited  to  the  bank 
account  on  January  6,  and  the  new  bank  balance  of  the  second 
day  is  charged  as  heretofore. 

The  bookkeeper  posts  all  purchase  and  sales  entries  to  the 
respective  ledger  accounts  under  the  date  of  January  5,  which 
is  the  value  date,  and  this  completes  the  recording  of  the  cash 
transactions  entered  into  on  January  5. 


CHAPTER  XIV 

BROKERAGE  TRANSACTIONS— PURCHASES 
AND  SALES 

The  Daily  Routine 

The  following  purchases  and  sales  are  made  by  Adams, 
Burns  and  Conant  on  January  5 : 

Purchases : 

25  Brooklyn  Rapid  Tiansit  at  20,  for  L 
500  Smelters  at  66,  for  F 
3,000  Anaconda  at  77,  for  G 
500  Steel  at  100,  for  A 
200  American  Beet  Sugar  at  91,  for  A 
10,000  Reading  at  76,  for  E 

600  Pennsylvania  at  40,  for  C 
5,000  Union  Pacific  at  125,  for  M 
600  Anaconda  at  77,  for  O 

Sales : 

500  United  States  Food  Products  at  80,  for  P 
400  Illinois  Central  at  90,  for  C 
700  New  Haven  at  35,  for  F 
200  Pennsylvania  at  40,  for  R 
600  Rubber  at  125,  for  D 

A  glance  at  the  above  transactions  shows  that  the  25  shares 
of  Brooklyn  Rapid  Transit  sold  January  4  by  L  are  now 
covered  or  bought  back.  If  the  broker  failed  to  deliver  this 
stock  within  the  regular  delivery  time,  he  is  now  prepared  to 
make  delivery.  When  he  receives  the  shares  he  sends  them  to 
the  broker  who  is  awaiting  receipt  and  credits  the  Failed  to 
Deliver  account  according  to  the  rule  set  forth  in  the  preceding 
chapter. 

Turning  now  to  the  loo-share  transactions,  we  find 
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that  F  has  covered  his  shortage  of  500  Smelters.  By 
purchasing  200  American  Beet  Sugar,  A  has  also  covered  his 
shortage.  We  also  observe  that  G  has  purchased  3,000  shares 
of  Anaconda,  covering  the  800  shares  of  Anaconda  which 
appeared  in  his  short  account  and  thereby  reversing  his  posi- 
tion in  the  market  to  the  extent  of  2,200  shares  of  the  same 
stock.  This  makes  G's  account  long.  The  same  holds  true  in 
the  case  of  E,  who  has  purchased  10,000  shares  of  Reading. 
Being  previously  short  of  2,000  shares  he  has  reversed  his 
position  in  the  market,  going  long  of  8,000  shares.  In  the  cases 
of  both  E  and  G  new  ledger  accounts  showing  the  present 
longs  are  necessary.  Their  short  accounts  are  charged  with 
the  number  of  shares  representing  the  shortage,  and  the  long 
accounts  are  charged  with  the  remainder. 

Borrowed  Stock 

On  January  4,  in  order  to  make  possible  the  delivery 
against  short  sales,  Adams,  Burns  and  Conant  were  com- 
pelled to  borrow : 

2,000  Reading 
500  American  Smelters 
800  Anaconda 
200  American  Beet  Sugar 

It  is  apparent  that  when  the  customers  cover  their  short- 
ages the  brokers  will,  upon  receipt  of  the  shares  so  purchased, 
be  in  a  position  to  return  the  borrowed  stock.  Accordingly, 
having  no  further  use  for  the  stock,  they  inform  the  respective 
lending  parties  that  they  will  return  it. 

Stock  Returns 

At  this  point  it  is  necessary  to  explain  the  manner  in 
which  stock  returns  are  made.  Stock  loans  in  general  are 
both  returnable  and  callable  at  any  time,  provided  reasonable 
notice  is  given  to  the  other  broker.  Loans  involving  clearing 
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house  issues  are  settled  on  the  clearing  house  sheet.  Thus  a 
return  ol  a  clearing  house  stock  also  necessitates  an  exchange 
of  clearing  house  tickets.  On  the  sheet  the  returns  are  treated 
in  the  same  manner  as  a  sale,  for  the  reason  that  an  order  is 
therein  given  to  the  clearing  house  to  deliver  certain  shares. 

Whenever  stocks  are  borrowed,  cash  is  paid;  and  con- 
versely, whenever  stocks  are  loaned,  cash  is  received.  As  the 
broker  loaning  the  stock  profits  from  the  use  of  the  money 
which  he  receives  against  such  loans,  he  pays  interest  at  an 
agreed  rate.  Taking  a  concrete  case,  let  it  be  supposed  that 
the  500  shares  of  American  Smelters  mentioned  in  the  fore- 
going transaction  were  borrowed  at  2^/2%,  which  was  paid 
by  the  lender;  that  the  clearing  house,  or  delivery  price  that 
day  for  Smelters  was  63  (the  clearing  house  prices  govern 
in  all  stock  loans  cleared  on  the  clearing  house  sheet),  and 
that  $31,500  was  the  amount  paid  by  the  borrower.  As  the 
stock  was  borrowed  on  the  sheet  of  January  4,  the  transaction 
went  "through"  on  January  5.  If  returned  on  the  sheet  of  Jan- 
uary 5  this  second  transaction  would  be  settled  on  January 
6,  and  one  day's  interest  at  the  annual  rate  of  2^/2%,  or  $2.19, 
would  be  charged  on  $31,500.  The  amount  on  the  clearing 
house  ticket  and  sheet  would  read  $31,502.19. 

On  the  other  hand,  let  us  suppose  that  this  same  loan  ex- 
tended over  a  period  of  20  days  and  that  the  rate  varied  from 
2%  to  4^2%.  In  that  case  when  the  stock  was  returned  the 
amount  of  interest  would  be  arrived  at  in  this  manner:  2l/2c/o, 
say,  for  4  days,  plus  2%  for  5  days,  plus  3%  for  8  days,  plus 
4K%  f°r  3  days.  The  total  interest  on  $31,500,  the  amount 
involved,  would  be  $50.31,  so  that  the  clearing  house  ticket 
would  be  made  out  for  $31,550.31. 

Short  Sales 

Returning  to  a  consideration  of  the  purchases  and  sales 
effected  on  January  5,  we  find  by  consulting  the  purchases  and 
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sales  book  that  it  will  be  necessary  to  borrow  the  following 
stocks,  representing  short  sales: 

500  United  States  Food  Products 
400  Illinois  Central 
700  New  Haven 

Notice  is  sent  to  the  "floor"  of  the  Exchange  to  do  the  neces- 
sary borrowing. 

On  this  day  200  shares  of  Pennsylvania  have  been  sold 
for  the  account  of  R,  but  the  sale  is  partly  offset  by  the  pur- 
chase of  600  shares  of  the  same  security  for  C.  If  no  Penn- 
sylvania had  been  so  bought,  delivery  against  the  short  sale 
could  have  been  made  by  using  the  200  shares  of  Pennsylvania 
which  were  purchased  for  C  on  January  4  and  deposited  in 
the  vault  on  January  5. 

Cash  Items 

On  the  sale  of  600  shares  of  Rubber  by  D  delivery  was 
promised  by  the  customer,  making  this  transaction  one  that 
is  commonly  referred  to  as  a  "cash  item."  This  term,  as  used 
here,  means  in  the  case  of  a  purchase  that  the  customer  will 
pay  for  the  stock  upon  delivery,  and  in  the  case  of  a  sale, 
that  he  will  actually  deliver  the  shares  to  the  broker. 

Financing  Purchases 

During  inactive  markets,  or  to  use  the  more  common 
expression,  when  business  is  quiet,  the  cashier's  department 
can  quickly  determine  the  amount  of  cash  necessary  to  finance 
the  purchases  of  the  day.  But  when  the  market  is  very  active 
and  the  volume  of  business  is  large,  with  indications  pointing 
to  an  excess  of  purchases  over  sales,  the  order  is  issued  after 
3  P.M.  to  lend  as  many  as  possible  of  the  securities  which 
have  been  purchased  on  balance.  The  cash  position  of  the 
firm  is  seldom  referred  to,  because  as  a  rule  the  broker  carries 
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a  moderate  balance  at  his  bank  and  trusts  to  his  ability  to 
lend  stocks  in  the  open  market  to  obtain  the  cash  necessary 
to  take  up  and  pay  for  the  shares  coming  in  upon  the  following 
business  day. 

In  our  present  example,  the  excess  stocks  are  offered  for 
loaning  purposes  in  the  afternoon  of  January  5.  This  excess 
consists  of  2,800  shares  of  Anaconda,  8,000  shares  of  Read- 
ing, 5,000  shares  of  Union  Pacific,  500  shares  of  Steel,  and 
400  shares  of  Pennsylvania. 

All  stocks  so  loaned  are  entered  on  the  clearing  house 
sheet  in  preparation  for  the  January  6  settlements  and  thus 
offset  a  great  many  of  the  purchases  contracted  for. 

Stock  Loans  Returned 

Securities  borrowed  against  short  sales  that  are  now 
covered  are  returned  to  the  lending  broker.  If,  when  the 
shares  were  borrowed,  the  Stocks  Borrowed  account  was 
charged  in  order  to  set  up  the  asset  account  to  which  the 
borrowing  gave  rise,  it  follows  that  when  the  borrowed  stocks 
are  returned  the  same  account  must  be  credited. 

Conversely,  when  stocks  are  loaned  the  operation  gives 
rise  to  a  liability  which  is  entered  on  the  Deliver  page  of  the 
blotter  and  is  credited  to  the  Stocks  Loaned  account.  When 
the  shares  are  recalled,  or  "called,"  as  it  is  ordinarily  ex- 
pressed, the  entry  is  made  on  the  Receive  page  of  the  blotter, 
debiting  the  Stocks  Loaned  account. 

As  a  result  of  this  procedure,  the  appearance  of  the  account 
Stocks  Loaned  on  the  Receive  page  of  the  blotter  indicates  a 
"calling"  of  the  shares  that  have  been  loaned.  The  appearance 
of  the  account  Stocks  Borrowed  on  the  Receive  page  is  to  be 
interpreted  as  an  initial  transaction  originating  upon  the  day 
on  which  the  entry  appears.  When  the  account  Stocks  Bor- 
rowed appears  on  the  Deliver  page  of  the  blotter,  it  evidences 
the  return  of  shares  previously  borrowed.  Also,  when  the 
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account  Stocks  Loaned  appears  in  the  blotter  on  the  Deliver 
page,  it  bears  testimony  to  the  fact  that  a  new  transaction  has 
been  entered  into  by  the  broker. 

In  connection  with  stocks  returned  the  element  of  interest 
or  premium  must  be  considered.  It  should  be  remembered 
that  stocks  borrowed  at  interest  means  that  the  broker  bor- 
rowing the  shares  advances  funds  equal  to  their  market  value 
and  usually  receives  interest  on  the  advance. 

Where  stocks  are  loaned  the  transaction  involves  the 
receipt  of  money,  on  which  interest  is  generally  allowed  and 
which  is  paid  when  the  stocks  are  called.  The  interest  is 
entered  separately  in  the  amount  column  of  the  blotter,  and 
in  carrying  the  total  interest  to  the  general  ledger  column  the 
interest  on  Stocks  Borrowed  account  and  Stocks  Loaned 
account  appears  under  appropriate  headings.  The  interest 
received  on  borrowed  stocks  is  posted  to  the  credit  of  the 
Interest  on  Borrowed  Stocks  account  in  the  general  ledger, 
while  interest  on  loaned  stocks,  which  reflects  a  payment  by 
the  broker,  is  posted  to  the  debit  of  Interest  on  Loaned  Stocks. 
Very  often  both  kinds  of  interest  items  are  respectively  credited 
and  charged  to  a  general  interest  account. 

Commission  Account 

Where  the  old  form  of  blotter  is  used  and  the  customers' 
purchases  and  sales  are  not  posted  from  the  duplicate  pur- 
chases and  sales  notices,  the  commissions  on  various  purchases 
and  sales  appear  in  the  blotter  and  the  total  of  the  commis- 
sions is  posted  to  the  Commission  account  or  to  the  controlling 
account,  Private  Ledger,  in  the  general  ledger,  the  sum  ap- 
pearing in  the  general  ledger  column. 

Revenue  Stamps  Account 

Under  the  old  system  of  blotters  the  total  of  the  revenue 
stamps  affixed  to  bills  of  sale,  which  appears  on  the  Deliver 
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page  in  the  blotters,  is  posted  in  a  lump  sum  to  the  revenue 
accounts  under  the  general  ledger  column  in  the  blotters. 

If,  however,  the  duplicate  purchases  and  sales  system  is 
in  operation,  the  total  consumption  of  revenue  stamps  is  given 
to  the  cash  blotter  clerk,  who  makes  an  entry  in  that  blotter, 
from  which  the  posting  is  made  to  the  Revenue  Stamps  ac- 
count, New  York  State  or  federal. 

Incidental  Entries 

Proper  record  is  made  in  the  stocks  borrowed  and  loaned 
book  to  evidence  the  return  of  the  borrowed  stocks,  the  calling 
of  loaned  stocks,  and  any  other  transactions  made  in  connec- 
tion with  stocks  borrowed  or  loaned. 

-The  securities  ledger  and  the  "box"  record  show  respec- 
tively the  daily  changes  occurring  in  the  condition  of  securi- 
ties, while  the  revenue  stamp  register  records  the  consumption 
of  revenue  stamps. 

The  cash  blotter  of  the  day  will  contain  entries  for  all 
cash  received  as  margin  from  customers,  and  for  all  payments 
made  to  them.  The  blotter  is  then  balanced  in  the  usual  way 
and  sent  to  the  bookkeeping  department  for  posting. 

Premium  and  Interest  on  Stock  Loans 

In  order  to  bring  out  the  principle  of  premiums  and  inter- 
est on  stock  loans,  let  it  be  supposed  that  the  2,800  shares  of 
Anaconda  are  loaned  at  1/64  premium.  This  means  that  not 
only  is  the  loan  of  stock  made  free  of  interest  charges,  but 
that  the  borrowers  of  the  stock  actually  pay  the  lenders  a 
consideration,  known  as  a  premium,  of  1/64  of  i%  on  the 
basis  of  $100  value  per  share.  Let  us  further  suppose  that  the 
Reading  stock  is  loaned  "flat,"  which  means  that  no  interest 
is  paid,  and  that  the  Union  Pacific  is  loaned  at  2%  interest,  to 
be  paid  by  the  lenders. 

On  both  the  call  and  return  of  the  stocks  interest  is  com- 
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puted  for  the  length  of  time  that  the  money  has  been  used. 
As  shown  above,  in  the  case  of  the  called  stocks  three  distinct 
conditions  may  exist — the  stocks  may  have  been  loaned  "at 
a  premium,"  "flat,"  or  "at  interest."  Turning  to  the  loaned 
section  of  the  stocks  borrowed  and  loaned  book,  we  learn 
that  the  Anaconda  has  been  loaned  at  a  premium  of  1/64, 
i.e.,  1/64  of  i%,  or  at  the  rate  of  $1.56  per  day  per  hundred 
shares,  Saturdays,  Sundays,  and  holidays  being  always  ex- 
cluded. The  premium  on  the  2,800  shares  of  Anaconda  for 
one  day  is  $43.68.  The  broker  who  is  returning  the  money 
deducts,  therefore,  $43.68  from  the  principal  of  the  loan.  In 
other  words,  the  Anaconda  shares  having  been  loaned  at  77, 
the  broker's  clearing  house  ticket  reads :  2,800  Anaconda, 
$215,556.32  ($2 1 5,600.00- $43.68). 

The  premium  on  these  2,800  shares  of  Anaconda  should 
be  credited  to  a  Premium  account,  although  many  brokers 
credit  it  to  the  Interest  account.  The  amount  is  carried  to  the 
credit  side  of  the  clearing  house  blotter  under  the  appro- 
priate heading.  This  Premium  account  should  be  a  clearing 
account,  because  the  amount  of  premiums  received  represents 
earnings  that  belong  to  the  customers  who  are  long  of  the 
Anaconda  shares.  Those  who  own  the  2,800  shares  loaned 
out  are  entitled  to  their  respective  parts  of  the  $43.68  received 
by  the  broker.  In  other  words,  if  A  is  long  of  1,400  shares 
he  is  entitled  to  $21.84;  if  B  is  long  of  700  shares,  he  is  en- 
titled to  $10.92;  and  the  customers  long  of  the  remainder  are 
entitled  to  their  pro  rata  credits. 

The  Stocks  Loaned  account,  which  is  charged  with  stocks 
recalled,  will  apparently  contain  a  discrepancy  to  the  extent 
of  $43.68.  This  point  may  perhaps  be  more  clearly  expressed 
by  saying  that  the  general  ledger  column  on  the  Receive  page 
of  the  clearing  house  blotter  will  contain  a  charge  of 
$215,556.32.  If  to  this  sum  is  added  $43.68  and  the  total 
is  carried  into  the  general  ledger  amount  column,  the  Stocks 
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Loaned  account  will  be  properly  charged  with  $215,600,  repre- 
senting the  loan  value  of  2,800  shares  of  Anaconda. 

The  Reading  stock  has  been  loaned  "flat,"  and  is  therefore 
returned  without  any  interest  being  paid.  The  stock  has 
been  loaned  for  $608,000  and  is  returned  against  the  receipt 
of  that  amount  of  money. 

The  Union  Pacific  stock  was  loaned  on  January  5  and  is 
called  on  January  6.  One  day  is  therefore  the  time  on  which 
interest  at  the  rate  of  2%  is  charged.  The  principal  being 
$625,000,  the  amount  of  interest  is  $34.72,  which  should  be 
charged  to  Interest  on  Stocks  Loaned  account. 

Varying  Interest  Rate  on  Stock  Loans 

If  stocks  which  have  been  borrowed  or  loaned  are  neither 
returned  nor  called  for  a  considerable  period,  the  interest 
rate  may  vary  from  day  to  day,  depending  upon  the  prevailing 
loaning  rates  of  stocks.  It  is  to  the  advantage  of  the  lender 
to  reduce  the  interest  rate  wherever  possible.  The  opposite 
is  true  in  the  case  of  the  borrower.  In  the  one  instance,  a 
lower  rate  means  that  the  lender  will  pay  a  smaller  amount 
for  the  use  of  money  obtained  on  the  stocks  loaned,  while  in 
the  other  case,  the  borrower  will  earn  more  on  the  advance 
he  makes. 

On  some  days  call  money  is  higher  than  on  others.  Un- 
less there  be  a  large  short  interest  in  the  market,  which  means 
a  great  demand  for  stocks  by  borrowers,  the  rate  at  which 
stocks  will  be  loaned  will  be  governed  largely  by  call-money 
conditions.  If  the  original  loaning  rate  on  Steel  was  4.% 
and  it  falls  to  3*4%,  then  the  lenders  of  the  stock  in  order 
to  reap  the  benefit  of  the  decline  must  notify  the  borrowers 
that  the  rate  on  their  Steel  is  renewable  at  Z1A%-  If,  on 
the  other  hand,  the  loaning  rate  of  Steel  rises  to  5%,  then 
it  is  necessary  for  the  borrowers  to  serve  notice  on  the  lenders 
that  the  renewal  rate  has  been  increased  to  $%.  Unless  such 
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notice  is  given  by  the  borrowers  or  the  lenders,  the  last  renewal 
rate  obtains  until  properly  changed.  This  matter  of  renewing 
rates  is  attended  to  each  day  after  3  P.M. 

It  should  be  stated  here  that  the  lending  of  securities  has 
absolutely  no  bearing  on  the  customers'  accounts  other  than 
that  they  enter  into  the  calculations  of  the  broker  when  de- 
ciding upon  the  rate  of  interest  he  should  charge  or  allow 
on  customers'  balances. 

Collateral  Bank  Loans 

Frequently  there  exists  no  borrowing  demand  for  securi- 
ties. Inactive  issues  are  generally  in  no  demand  whatever. 
Under  such  circumstances  money  cannot  be  had  on  the  usual 
stock  loan.  Bonds  are  very  rarely  sold  short  and  seldom, 
if  ever,  figure  prominently  in  the  activities  of  the  loan  crowd. 
How,  then,  are  the  purchases  of  inactive  issues  and  bonds  to 
be  financed?  Relief  is  to  be  found  in  the  collateral  bank  loan. 
The  banker  or  broker  who  lends  on  collateral  security  gener- 
ally desires  a  high  grade  of  collateral,  i.e.,  securities  having 
a  ready  and  available  market.  Collateral  loans  made  on  indus- 
trial stocks  usually  command  a  slightly  higher  rate  than  loans 
on  railroad  stocks  or  first-class  bonds.  Frequently  a  mixture 
of  the  two  kinds  of  collateral  is  acceptable,  while  sometimes 
the  money  lender  refuses  to  make  a  loan  unless  a  better  kind 
of  security  is  given.  Some  industrial  stocks  command  a 
money  loan  of  60%  of  their  market  value,  while  railroad 
stocks  and  bonds  will  command  80%.  If  a  purchase  of  a 
poor  class  of  security  is  made  by  a  customer,  the  marginal 
requirements  are  gauged  by  the  size  of  the  loan  which  can 
be  obtained  on  the  security  when  pledged  as  collateral. 

It  is  to  be  observed  that  most  collateral  demand  loans 
are  of  short  duration,  most  of  them  running  under  30  days. 
The  call-money  rate  on  these  loans  varies.  Here  the  lender 
of  the  money  is  charged  with  the  duty  of  notifying  the 
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borrower  when  he  wishes  to  increase  the  rate.  Likewise  the 
borrower,  when  the  rate  decreases,  must  notify  the  bank  and 
arrange  with  it  for  the  lower  rates. 

Time  Loans 

Collateral  loans  are  made  also  on  time,  the  usual  period 
being  30,  60,  or  90  days.  These  loans  are  made  at  a  fixed 
and  unchanging  rate  of  interest  for  each  loan.  The  interest 
is  generally  paid  at  the  maturity  of  the  loan,  but  in  some  cases 
the  lender  demands  the  accrued  interest  at  the  end  of  each 
month.  The  point  in  connection  with  accruals  from  the  bor- 
rower's standpoint  will  again  be  treated  in  Chapter  XVI  under 
"The  Income  Statement." 

Coupons 

When  coupon-bearing  bonds  are  deposited  as  collateral 
security  against  a  bank  loan,  the  maturity  coupons  belong 
to  the  owner  of  the  bonds  and  whenever  a  coupon  day  arrives 
the  borrower  should  request  the  bank  to  cut  the  matured 
coupons  from  the  bonds  and  deliver  them  to  him  or  collect 
them  for  his  account,  as  he  may  desire. 

Equity  in  Collateral  Loans 

In  a  rising  market  the  equity  which  the  borrowing  broker 
has  in  his  securities  is  increased,  sometimes  to  such  an  ex- 
tent that  he  is  allowed  to  reduce  his  collateral.  In  a  declin- 
ing market  the  equity  is  decreased,  and  the  broker  is  called 
upon  to  deposit  additional  security  to  afford  adequate  protec- 
tion for  the  loan. 

Clearance  or  Day  Loans 

Brokers  in  general  have  excellent  banking  connections. 
The  relation  between  banker  and  broker  is  so  close  that  usually 
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the  former  is  kept  well  apprized  of  the  latter 's  business  con- 
ditions and  stability.  Where  this  is  the  case,  the  "clearance 
loan"  is  a  common  method  of  meeting  the  broker's  financial 
needs.1 

On  some  days  the  receipts  of  securities  assume  large  pro- 
portions. The  broker  knows  before  10  o'clock  each  morning 
the  amount  he  will  need  to  carry  him  through  the  day.  His 
balance  is  seldom  large  enough  in  itself  to  cope  with  a  day  of 
extremely  large  business.  To  meet  such  a  condition  he  gives 
his  bank  in  the  morning  a  note  known  as  a  "clearance  loan," 
for  a  sum  large  enough,  when  added  to  his  own  balance,  to 
pay  for  all  securities  he  expects  to  receive  that  day.  Later 
in  the  day  he  arranges  for  a  demand  or  a  time  loan  to  provide 
more  permanently  for  the  securities  paid  for  through  the 
medium  of  the  clearance  loan,  and  uses  the  proceeds  to  pay 
off  the  clearance  loan  at  the  end  of  the  day.  At  least  50%  of 
all  stock  purchases  by  brokers  are  financed  by  means  of  these 
temporary  clearance  loans. 

The  Mark-Up  and  Mark-Down 

The  "mark-up,"  as  explained  briefly  in  Chapter  VIII,  is 
a  notice  of  an  increase  in  the  price  of  stocks,  issued  by  the 
lender  of  stocks  to  the  borrower.  If  the  market  rises  very 
rapidly  such  adjustments  will  be  frequent.  In  fact,  a  given 
stock,  in  a  widely  fluctuating  market,  may  be  adjusted  to 
market  value  several  times  during  a  day. 

The  mark-up  operates  in  favor  of  the  lender,  because  it 
gives  him  a  greater  amount  of  money  on  his  stock.  On  the 
other  hand,  it  works  against  him  from  the  standpoint  of  inter- 
est, for  the  larger  the  principal  borrowed,  the  greater  the 
amount  of  interest  to  be  paid  thereon. 


1  For  an  interesting  discussion  of  the  clearance  loan,  see  The  Evening  Mail  of  New  York, 
November  12.  1913.  in  connection  with  the  decision  of  the  United  States  Supreme  Court 
in  the  Hocking  Coal  and  Iron  case. 
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The  "mark-down"  is  a  notice  of  a  fall  in  the  price  of 
stocks,  given  by  the  borrower  of  such  stocks  to  the  lender. 
The  mark-down  is  a  feature  of  a  declining  market  and  oper- 
ates in  favor  of  the  borrower  by  reason  of  his  receiving  back 
part  of  the  principal  which  he  has  given  in  exchange  for  the 
borrowed  stocks.  But  the  mark-down  operates  against  him 
from  the  standpoint  of  interest,  for  the  reason  that  while  the 
principal  is  being  continuously  decreased  by  the  mark-downs 
issued  by  him,  the  interest  received  will  be  on  a  smaller  prin- 
cipal. 

Both  mark-ups  and  mark-downs  are  issued  between  10 
A.M.  and  3  P.M.  From  the  standpoint  of  the  blotter,  they 
are  handled  in  the  following  manner : 

In  the  case  of  the  mark-up,  the  broker  who  is  lending  the 
securities  will  charge  Stocks  Loaned  (regardless  of  the  na- 
ture of  the  stock)  with  the  amount  of  the  old  principal, 
making  due  allowance  for  interest  charges,  and  will  credit  the 
account  with  the  new  principal,  which  represents  the  in- 
creased market  value. 

The  mark-down  is  treated  in  practically  the  same  way. 
But  here  the  broker  issuing  it  is  borrowing  securities.  The 
Stocks  Borrowed  account  is  therefore  credited  with  the 
old  principal,  making  due  allowance  for  all  interest  credits, 
while  the  same  account  is  charged  with  an  amount  represent- 
ing the  new  market  value  of  the  issues. 

In  the  case  of  a  mark-up,  the  borrowing  broker  gives  the 
lender  a  check  for  the  difference  between  the  old  principal,  less 
the  interest  to  which  the  former  is  entitled  and  the  new  market 
value  of  the  stock.  This  interest,  on  the  books  of  the  broker 
"marking  up,"  is  charged  to  the  account  Interest  on  Stocks 
Loaned.  The  same  interest,  from  the  standpoint  of  the  bor- 
rowing broker,  represents  earnings  and  is  credited  to  Inter- 
est on  Stocks  Borrowed. 

All  changes  due  to  a  mark-up  or  a  mark-down  must  be 
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reflected  in  the  corresponding  sections  of  the  stocks  borrowed 
and  loaned  book.  Either  has  the  effect  of  a  new  transaction 
and  is  so  treated. 

Interest  on  Bonds  Purchased  or  Sold 

Bonds  are  traded  in  on  the  Exchange  on  the  basis  of  "and 
interest,"  the  purchasing  broker  paying  interest  on  the  prin- 
cipal from  the  last  coupon  date.  The  exception  to  this  rule 
is  to  be  found  in  income  and  debenture  bonds  and  bonds  of 
defaulted  corporations.  These  bonds  are  quoted  "flat,"  which 
means  that  no  interest  is  calculated  on  them.  To  illustrate  a 
transaction  in  a  bond  quoted  "and  interest,"  let  it  be  assumed 
that  a  $1,000,  5%  bond,  with  interest  payable  January  i  and 
July  I  of  each  year,  is  purchased  July  31  at  99^.  The 
amount  which  the  broker  pays  on  this  purchase  is  $998.75  plus 
the  interest  at  the  rate  of  $%  for  30  days  on  the  principal  of 
$1,000.  The  broker's  customer  is  charged  with  the  total  of 
these  two  amounts  plus  the  commission  of  $1.50.  The  same 
method  of  calculation  is  used  in  the  case  of  a  sale,  but  here 
the  customer  receives  the  total  of  the  first  two  amounts  less  the 
broker's  commission.  There  is  no  charge  for  revenue  stamps 
on  bond  sales. 

Interest  on  Time  Options 

The  delivery  rules  of  the  New  York  Stock  Exchange  also 
contain  the  following  reference  to  the  calculation  of  interest 
on  time  option  contracts,  or  purchases  or  sales  of  bonds  made 
for  delivery  in  more  than  3  days:  "Interest  specified  in  the 
bond  shall  be  computed  to  include  the  day  of  sale;  and  there- 
after at  the  rate  of  interest  agreed  upon."  As  a  general 
practice  no  definite  interest  rate  is  agreed  upon  between  the 
two  contracting  parties,  with  the  result  that  usually  no  inter- 
est is  charged  after  the  day  of  sale. 
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Dividends  on  Stocks 

Only  stockholders  of  record  are  entitled  to  dividends, 
that  is,  only  such  stockholders  as  have  had  their  stock  regis- 
tered in  their  own  names  will  receive  payment  of  dividends 
direct  from  the  corporation  which  issues  the  stock.  To  meet 
this  condition  it  is  customary  for  the  broker  to  transfer  into 
his  own  name  all  stocks  carried  by  him.  For  instance,  a 
broker  holding  500  shares  of  Steel  common  for  various  specu- 
lative accounts  causes  a  transfer  to  be  made  which  makes 
him  the  registered  holder  of  500  shares  of  common  stock  on 
the  transfer  and  stock  books  of  the  United  States  Steel  Cor- 
poration. The  shares  in  this  form  are  considered  a  good 
delivery.  By  good  delivery  is  meant  that  the  certificates  bear 
the  indorsement  of  a  Stock  Exchange  firm,  which  makes  them 
more  readily  acceptable  in  the  Street  than  are  stocks  without 
such  indorsements,  and  also  that  they  comply  with  the  Stock 
Exchange's  rules  for  delivery. 

Whenever  a  stock  is  about  to  sell  ex-dividend,  notice  is 
printed  on  the  ticker.  All  transactions  in  the  stock  are  thence- 
forth made  with  the  dividend  "off."  The  price  of  such  a  stock 
frequently  reflects  a  decrease  to  the  extent  of  the  dividend. 
For  example,  if  Steel  is  selling  ex-dividend  John  Jones  can 
buy  100  shares  at  99  instead  of  100^,  but  he  is  not  given 
credit  for  the  dividend  when  it  is  paid. 

Customers  carrying  long  stock  before  declaration  of  divi- 
dends, which  are  not  disposed  of  before  the  time  the  stock 
sells  ex-dividend,  receive  credit  for  the  dividend  on  the  day 
that  it  is  payable.  Thus,  if  a  customer  is  long  of  500  shares 
of  Steel  on  which  the  quarterly  dividend  of  1%%  is  declared 
and  made  payable,  his  account  is  eventually  credited  with 
$625,  representing  the  quarterly  dividend  of  1/4%,  or  $1.25 
per  share.  The  cashier's  department  keeps  a  dividend  memo- 
randum book  containing  the  names  of  customers  entitled  to 
dividend  credits. 
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Any  customer  who  is  "short"  at  the  time  a  stock  sells  ex- 
dividend  is  charged  with  an  amount  representing  the  dividend. 
The  charge  is  equitable,  for  unless  it  is  made  the  customer 
could  cover  his  shorts  at  the  lessened  price  of  the  ex-dividend 
stock  and  make  a  profit  on  the  operation.  The  converse 
reason  justifies  crediting  dividends  to  "long"  customers.  If 
the  latter  dispose  of  their  holdings  while  the  dividend  is  off, 
they  lose  on  the  transaction,  but  part  of  the  loss  is  recovered 
through  receiving  credit  for  the  amount  of  the  declaration. 

The  broker's  books  may  contain  both  long  and  short  ac- 
counts in  Steel.  The  credits  on  such  longs  and  the  charges 
against  such  shorts  are  made  by  journal  entries  through  the 
supplementary  journal  or  ex-clearing  house  blotter.  For  ex- 
ample, if  Brown  is  long  of  100  Steel  and  Jones  is  short  of 
the  same  amount,  Brown  receives  credit  for  $125,  while  Jones 
is  charged  with  $125. 

A  question  may  be  raised  concerning  the  dividend  on 
the  100  shares  long.  If  the  broker  has  this  stock  registered 
in  his  name,  he  receives  any  dividend  paid  on  it  while  the 
stock  is  so  registered.  If,  however,  sales  are  made  necessitat- 
ing the  delivery  of  these  shares  while  the  company's  transfer 
books  are  still  open,  it  is  safe  to  say  that  the  purchaser  will 
make  an  immediate  transfer  of  the  stock  and  later  receive 
the  dividend.  If  the  sale  is  made  before  the  stock  sells  ex- 
dividend  and  no  time  remains  for  a  transfer,  the  check  is  sent 
to  the  selling  broker  in  whose  name  the  shares  are  still 
registered.  In  this  case,  the  latter  gives  the  purchaser  a  due 
bill  for  the  amount  of  the  dividend. 

Due  Bills 

The  due  bill  mentioned  above  is  a  form  of  note  in  which 
the  broker  who  will  receive  the  dividend  from  the  corpora- 
tion promises  to  turn  it  over  to  the  broker  who  is  entitled  to 
it.  The  delivery  or  receipt  of  a  due  bill  is  entered  in  a  due 
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bill  register.  Each  item  in  the  register  gives  the  name  of 
the  broker  from  whom  payment  is  expected  or  to  whom  it 
is  to  be  made,  the  description  of  the  stock,  the  number  of 
shares,  and  the  amount  of  the  dividend. 

When  stocks  are  borrowed  against  short  sales  of  cus- 
tomers, they  represent  the  long  interests  of  the  lending  broker. 
If  they  are  loaned  before  the  ex-dividend  period,  the  chances 
are  that  the  certificates  have  been  transferred  to  the  names  of 
some  other  brokers  in  the  Street.  Nevertheless,  the  lenders 
have  a  claim  to  any  dividends  declared  on  the  stocks  and 
look  to  the  borrowers  for  the  payment  of  these  dividends. 
For  the  borrowers,  on  the  other  hand,  such  stocks  represent 
customers'  short  commitments.  Customers  short  of  the  stock 
are  very  frequently  charged  with  the  amount  of  the  dividend 
as  soon  as  it  is  declared,  but  this  practice  is  questionable,  since 
it  permits  the  broker  to  charge  interest  on  money  he  has  not 
yet  advanced.  Besides,  it  is  not  altogether  certain  that  the 
dividend  will  ever  be  paid. 

All  dividend  stocks  appearing  in  the  securities  ledger  should 
be  kept  in  sight,  so  that  when  notice  of  a  dividend  on  any 
stock  is  received,  the  long  and  short  accounts  in  that  security 
may  be  segregated  and  the  proper  entries  made  in  regard 
thereto. 

Failure  to  Receive  and  Deliver 

By  the  rules  governing  the  delivery  of  securities  as  pre- 
scribed by  the  Stock  Exchange  all  "regular"  transactions  are 
deliverable  upon  the  next  following  business  day,  Saturdays 
excepted.  It  is  the  prerogative  of  the  buyer  to  enforce  delivery 
by  making  formal  demand  upon  the  seller.  Failure  to  deliver 
thereafter  gives  the  injured  broker  the  right  to  "buy  in  under 
the  rule,"  an  operation  which  necessitates  the  repurchase  by 
him  of  the  securities  in  question.  Any  loss  resulting  from 
such  repurchase  is  chargeable  to  the  broker  failing  to  deliver. 
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As  an  example,  assume  that  broker  A  fails  to  deliver  to 
broker  B  100  shares  of  Sears  Roebuck  which  the  latter  has 
purchased  in  the  "regular"  way  from  A  at  95  per  share.  On  the 
day  following  the  failure  to  deliver  notice  is  served  upon  A 
demanding  delivery  by  2:15  P.M.  If  the  default  continues, 
B  notifies  the  Stock  Exchange  of  the  default  and  requests  that 
the  100  shares  of  Sears  Roebuck  be  "bought  in"  for  the 
account  of  A.  The  securities  thus  purchased  are  paid 
for  by  B,  the  buyer,  upon  the  same  day.  If  the  shares  are  pur- 
chased at  98,  the  loss  sustained  is  chargeable  to  the  default- 
ing broker.  Prompt  notice  of  the  closing  and  a  bill  for 
damages  must  be  served  upon  the  broker  in  default.  Buying 
in  at  98  against  A's  original  sale  of  95  results  in  a  loss  of 
$300,  which  is  set  up  in  the  ledger  as  though  A  were  a  cus- 
tomer who  had  made  a  short  sale  at  95  and  covered  at  98, 
thus  suffering  a  loss  of  $3  per  share. 

In  the  general  run  of  business  this  prerogative  of  the 
buyer  is  seldom  exercised,  as  a  certain  comity  exists  among 
brokers  whereby  Failed  to  Deliver  items  are  carried  for  a 
reasonable  time  until  delivery  is  effected.  Of  course  any  abuse 
of  the  custom  results  in  the  closing  referred  to  above. 

Bookkeeping  Treatment 

The  incomplete  transactions  resulting  from  failure  to  de- 
liver require  bookkeeping  entries.  Considering  first  the  books 
of  A,  the  sale  of  100  shares  at  95,  or  for  $9,500,  is  credited 
to  his  customer  and  the  corresponding  debit  entry  is  made  to 
the  Failed  to  Deliver  account.  On  B's  books  the  customer  is 
charged  with  the  purchase  price  of  the  shares,  and  the  Failed, 
to  Receiyejiccount  is  credited  as  evidence  of  the  liability-  due 
to  broker  A.  The  journalization  in  this  case  is  made  through 
the  ex-clearing  house  or  cash  blotter. 

Nor  is  the  record  complete  after  the  foregoing  blotter  en- 
tries have  been  made.  It  is  still  necessary  to  record  chrono- 
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logically  all  items  which  have  not  been  received  or  delivered  in 
the  usual  manner.  These  deferred  items  are  listed  in  a  "failure 
book"  until  such  time  as  the  contracts  are  completed.  This 
book  records  on  its  right-hand  or  Failed  to  Receive  page  the 
date  of  the  failures,  the  name  of  the  brokers  from  whom  due, 
the  number  of  shares,  the  description  of  the  stocks,  the  prices, 
the  amounts  involved,  and  the  dates  when  the  contracts  are 
fulfilled.  The  left-hand,  or  Failed  to  Deliver  page  contains 
similar  information  except  that  it  gives  the  names  of  the 
brokers  to  whom  deliveries  are  due  against  sales. 

When  a  final  delivery  is  made  by  a  seller  an  entry  is  made 
on  his  cash  blotter,  crediting  the  Failed  to  Deliver  account  and 
debiting  Cash  in  the  usual  manner.  Such  an  entry  presupposes 
that"  the  failed  account  is  charged  in  the  first  instance.  On  the 
cash  blotter  of  the  broker  to  whom  delivery  is  made  the  entry 
is  a  debit  to  Failed  to  Receive  and  a  credit  to  Cash. 

Alteration  of  Terms  of  Contract 

Very  often  Failed  to  Deliver  items  are  made  the  basis  of 
stock  loans,  as  where  A  becomes  the  borrower  and  B  the  lender 
of  stock.  While  this  appears  to  change  the  nature  of  the 
original  contract,  the  duty  to  deliver  the  stock  is  nevertheless 
present.  The  reasoning  behind  this  construction  of  the  contract 
is  as  follows :  Assume  as  before  that  A,  the  borrower,  owes  B 
100  shares  of  Sears  Roebuck  at  95  on  a  contract  of  purchase 
and  sale.  B  agrees  to  alter  the  obligation  of  A  from  a  purchase 
and  sale  to  a  borrowing  transaction,  in  which  A  owes  B  as  a 
lender  the  100  shares  of  Sears  Roebuck  at  95.  This  method  is 
resorted  to  as  a  rule  only  where  a  rise  in  the  market  price  of  the 
shares  in  question  makes  it  advantageous  for  B  to  suggest  mak- 
ing a  stock  loan  of  the  transaction.  If  Sears  Roebuck  advances 
to  1 20,  B  is  in  a  position  to  compel  A  to  keep  the  shares  marked 
up  to  the  market  by  paying  the  difference  between  the  present 
market  value  and  the  original  purchase  price. 
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Frequently  stocks  which  have  been  "failed  upon"  are 
rather  difficult  to  borrow  in  the  open  market.  If  they  could 
be  borrowed  a  premuim  would  very  likely  have  to  be  paid  for 
their  use.  On  that  account  brokers  failing  to  deliver  premium 
shares  are  compelled  to  pay  the  premium  for  the  period  of 
the  failure,  Saturdays,  Sundays,  and  holidays  excepted. 

Bookkeeping  Entries 

In  the  transaction  described  in  the  preceding  section  the 
entry  on  B's  books  is  a  credit  to  Stocks  Loaned  in  lieu  of 
Failed  to  Receive,  and  on  A's  books  the  entry  is  a  debit  to  the 
Stocks  Borrowed  account  instead  of  Failed  to  Deliver. 

Serious  exception  might  be  taken  to  thus  changing  one 
contract  for  another  as  described  above  if  B's  willingness  to 
permit  the  change  arises  from  a  faulty  conception  of  Stock 
Exchange  procedure,  under  which  B  has  a  remedy  for  A's 
failure  to  deliver  in  the  form  of  "buying  in  under  the  rule." 

Other  contracts  of  sale  or  purchase  calling  for  deferred 
delivery  or  receipt  of  the  securities  in  question  are  sometimes 
confounded  with  "failure"  items.  A  seller's  option  contract 
calling  for  the  delivery  of  500  shares  of  Wabash  common 
within  thirty  days  does  not  require  a  charge  to  Failed  to  De- 
liver account  and  a  credit  to  the  customer,  or  on  the  purchasing 
broker's  books,  a  charge  to  the  customer  and  a  credit  to  the 
Failed  to  Receive  account.  Such  entries  as  these  indicate  a 
misunderstanding  of  accounting  principles  and  of  the  terms 
of  the  original  contract. 


CHAPTER  XV 
CUSTOMERS'  STATEMENTS  AND  ACCOUNTS 

Purchase  and  Sales  Memoranda 

All  transactions  affecting  customers'  accounts  result  from 
the  purchase  and  sale  of  securities.  It  is  therefore  logical  that 
the  purchase  and  sale  invoices  retained  in  the  office  of  the 
broker  should  furnish  the  first  posting  media  to  the  customers' 
accounts.  It  will  be  recalled  that  these  invoices  are  copies  of 
the  original  notice  of  purchase  or  sale  sent  to  the  customer.  In 
the  absence  of  the  duplicate  invoice  system,  the  sources  of  the 
posting  to  customers'  accounts,  as  previously  stated,  are  the 
blotters — clearing  house  and  ex-clearing  house. 

Monthly  Statements 

Pursuant  to  the  law  of  agency,  the  broker  owes  his  customer 
an  accounting  in  connection  with  those  transactions  entered 
into  by  the  broker  for,  and  on  behalf  of,  his  principal.  The 
charges  comprehending  the  advances  made  by  the  broker,  and 
the  credits  comprising  the  receipt  of  cash  as  a  result  of  deposit, 
sale  of  securities,  and  dividend  credit  are  made  the  subject 
of  periodical  report  to  the  customer. 

Thus  it  is  the  practice  among  brokers  to  render  monthly 
statements  to  all  customers.  This  statement  is  not  to  be  con- 
founded with  the  memorandum  of  purchase  or  sale  which  is 
sent  to  the  customer  after  the  execution  of  an  order. 

The  ruling  of  the  monthly  statement  provides  for  the  date, 
explanation,  amount,  and  total  amount,  also  a  column  for  the 
number  of  days  for  which  interest  is  charged  and  a  column  for 
the  amount  of  interest  on  each  transaction.  The  debit  and 
credit  sides  are  similar  in  .arrangement. 
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The  account  rendered,  as  transcribed  from  the  ledger  folio, 
may  cover  a  series  of  long  transactions  subsequently  offset 
through  the  sale  of  securities.  In  such  a  case  the  transcript  is 
termed  a  "long  account."  Or  the  statement  may  contain  a 
number  of  short  commitments  into  which  the  customer  has 
entered  during  the  month,  which  may  be  counterbalanced  by 
some  subsequent  purchases.  In  this  instance  the  statement  is 
called  a  "short  account." 

Whether  the  account  is  long  or  short,  it  should  not  contain 
a  mixture  of  short  and  long  transactions,  because  the  mixed 
account  does  not  reveal  the  true  status  of  the  customer's  balance 
due  to  or  from  the  broker.  Hence,  for  purposes  of  accuracy, 
all  short  and  long  commitments  should  be  stated  separately. 

Invariably,  the  broker,  in  rendering  the  monthly  statement, 
brings  down  the  debit  balance  due  and  lists  the  securities  owned 
by  the  customer  subject  to  that  debit  balance ;  or  else  the  state- 
ment concludes  with  a  credit  balance  subject  to  the  cover 
value  or  the  repurchase  value  of  the  securities  of  which  the 
customer  is  short.  A  credit  balance  in  a  short  account,  there- 
fore, does  not  represent  the  facts  as  accurately  as  does  the 
debit  in  a  long  account,  because  it  gives  an  incomplete  state- 
ment of  affairs  which  is  completed  only  upon  the  repurchase 
by  the  customer  or  the  delivery  by  him  to  the  broker  of  the 
shares  of  which  he  is  short. 

Statements  may  contain  facts  of  an  affirmative  nature  also. 
That  is  to  say,  customers  may  be  long  of  securities  and  yet  have 
a  credit  balance  on  the  books  of  the  broker.  Again,  a  customer, 
as  this  term  is  used  in  Wall  Street,  may  be  a  creditor  of  the 
broker  without  having  any  commitment  in  securities. 

Interest  Charges 

After  the  net  interest  to  be  charged  or  credited  to  a  cus- 
tomer is  arrived  at,  it  is  journalized  through  the  supplementary 
journal  and  posted  to  the  customer's  account.  From  there  it 
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is  carried  to  the  statement.  At  the  top  of  the  statement  a  space 
is  provided  for  recording  the  interest  rate  at  which  the  charges 
and  credits  have  been  figured. 

The  rendering  of  monthly  statements  involves  two  im- 
portant operations :  ( I )  the  determination  of  the  items  on 
which  interest  is  to  be  charged,  and  (2)  the  computation  of 
interest. 

These  operations  can  best  be  illustrated  by  taking  concrete 
cases.  Let  us  take  the  account  of  John  Jones,  who  on  January 
5  purchased  on  credit  100  Union  Pacific  at  125,  or  -for  $12,500, 
and  sold  the  stock  on  January  12  at  126^,  or  for  $12,637.50. 
This  was  a  long  account  running  for  7  days.  It  was  a  simple 
account  for  the  reason  that  it  contained  no  facts  of  opposite 
tendencies.  If  on  January  13  Jones  requests  a  check  in  settle- 
ment, the  interest  charge  is  determined  that  day.  If  the  rate 
was  6%  the  interest  would  amount  to  $14.61,  being  the  charge 
for  7  days  at  6%  on  $12,520  (the  purchase  price  of  $12,500 
and  commission  of  $20).  The  interest  period  is  obtained  by 
taking  the  number  of  days  between  the  date  on  which  the  Union 
Pacific  stock  purchase  is  charged  and  the  date  on  which  the 
proceeds  of  the  sale  are  credited.  Assuming  that  January  5 
was  Monday,  the  day  of  settlement  would  be  the  next  day.  As 
the  date  on  which  the  proceeds  were  credited  was  the  I3th, 
seven  days  is  the  interval  for  which  interest  is  chargeable. 

Interest  charged  against  customers  should  be  credited  to 
an  account  known  as  "Interest  on  Customers'  Accounts," 
although  many  brokers  credit  it  to  a  general  interest  account. 
As  customers  are  not  usually  in  the  habit  of  settling  their 
accounts  at  irregular  times,  the  lump  sum  of  interest  charges 
is  usually  credited  at  the  close  of  each  calendar  month.  This 
total  amount  of  interest  is  the  result  of  many  different  opera- 
tions performed  in  connection  with  the  customers'  statements. 

In  discussing  interest  allowances  to  a  customer,  it  is  found 
that  at  times  he  is  "long,"  while  at  other  times  he  is  either 
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"short"  or  "hedged,"  i.  e.,  both  long  and  short  of  different 
securities.  If  on  his  long  stock  he  deposits  margin,  the  ac- 
count is  entitled  to  a  credit  for  the  interest  on  this  margin. 
Thus,  if  John  Jones  made  a  payment  of  $1,000  on  January  6, 
he  would  be  allowed  7  days'  interest  on  this  amount  at  6%,  or 
$1.17,  and  his  credit  balance  on  January  13  would  amount  to 
$1,080.06  (debits,  $12,520  plus  $14.61  interest;  credits,  $1,000 
plus  $12,613.50  plus  $1.17  interest). 

Suppose,  further,  that  on  January  18  Jones  purchased  100 
shares  of  Anaconda  at  68,  for  which  he  was,  of  course,  charged 
the  next  day.  The  time  between  the  date  of  his  deposit  and  the 
date  of  this  charge  covered  a  period  of  6  days.  During  this 
time  Jones's  credit  balance  remained  unchanged,  and  according 
to  the  custom  which  prevails  he  was  allowed  interest  at  the 
rate  of  6%  on  his  balance  of  $1,080.06.  Then,  if  the  Ana- 
conda purchase  was  carried  to  the  end  of  the  month  or  longer, 
the  bookkeeper  computed  and  entered  the  interest  against 
Jones  up  to  January  31. 

Interest  is  usually  allowed  on  short  accounts  at  the  rate  at 
which  stocks  are  borrowed.  Where  a  customer  has  a  hedged 
account  he  is  charged  interest  on  his  long  commitments  and 
allowed  interest  on  his  short  transactions.  This  presupposes 
separate  long  and  short  accounts  in  the  ledger. 

One  feature  peculiar  to  short  accounts  must  be  mentioned 
here.  The  very  large  speculative  accounts  containing  heavy 
"short"  interests  are  a  source  of  earnings  to  the  broker  from 
the  interest  received  on  borrowed  stocks.  It  is  quite  con- 
ceivable that  no  personal  outlay  is  made  in  the  case  of  a  short 
sale,  for  with  the  money  which  the  broker  receives  against 
delivery  he  finances  his  borrowing  operations.  On  this  bor- 
rowed stock  interest  is  earned  which  should  be  allowed  to  the 
customer. 

Referring  again  to  the  account  of  John  Jones  (Form  u), 
the  balance  brought  down  under  date  of  January  31  is  a  debit 
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of  $5,745.45.  This  debit  balance  is  arrived  at  in  the  following 
manner:  A  charge  in  the  account  under  the  date  of  January 
6  for  $12,520,  on  which  25  days'  interest  is  computed  at  6% ; 
a  further  charge  on  January  19  of  $6,815,  on  which  interest 
for  12  days  is  figured;  a  credit  on  January  7  of  $1,000,  on 
which  24  days'  interest  is  allowed;  and  finally,  a  credit  on 
January  13  of  $12,613.50  ($12,637.50,  minus  $20  for  com- 
mission, $2  for  state  tax  and  $2  for  federal  tax),  on  which 
1 8  days'  interest  is  computed.  It  will  be  noted  that  the  com- 
putations are  all  made  to  January  31.  The  interest  debits 
amount  to  $65.80  and  the  credits  to  $41.85,  resulting  in  a  net 
interest  charge  to  John  Jones  of  $23.95.  Adding  this  sum 
to  the  total  of  $19,335  and  deducting  the  total  credits  of 
$13,613.50  gives  a  net  debit  balance  of  $5,745.45,  which  is 
brought  down  on  the  statement.  On  the  line  below  appears, 
"Long,  100  Anaconda."  If  John  Jones  did  not  trade  again 
until  March  I,  28  days  of  interest  at  the  prevailing  rate  was 
charged  on  the  debit  balance  at  the  end  of  February.  Thus 
interest  is  compounded  monthly. 

Compounding  of  interest  at  the  end  of  each  month  seems 
to  be  justifiable,  from  the  fact  that  there  is  an  implied  under- 
standing between  customer  and  broker  that  all  balances  are 
due  at  the  end  of  each  month  and  that  the  rendering  of  a 
statement  to  the  customer  is  to  be  construed  as  a  formal  de- 
mand for  payment  of  the  amount  then  due.  If  the  customer 
does  not  make  payment,  the  balance  brought  forward  into  the 
succeeding  month  becomes  the  new  principal  on  which  interest 
is  calculated.  To  prevent  the  compounding  of  interest  the 
customer  should  pay  the  current  interest  charges,  thus  permit- 
ting the  loan  or  advance  to  remain  at  the  original  figure. 

The  same  method  of  balancing  the  customers'  accounts 
obtains  in  the  case  of  short  accounts,  but  the  balance  brought 
down  appears  on  the  credit  side  and  a  list  of  the  short  stocks 
is  given. 
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Interest  Rates 

As  already  explained,  the,  broker  advances  the  difference 
between  the  purchase  price  of  securities  and  the  amount  of 
margins  deposited  by  his  customers,  and  on  this  loan  he  charges 
interest.  As  interest  rates  vary,  the  rate  to  be  charged  needs 
careful  determination.  The  rules  of  the  Stock  Exchange  pro- 
vide that  "any  agreement  or  arrangement  entered  into  between 
a  member  or  his  firm,  and  his  or  their  customer,  whereby  a 
special  and  unusual  rate  of  interest  is  stipulated  for,  or  money 
advances  upon  unusual  terms  are  made  a  condition,  in  connec- 
tion with  the  conducting  of  an  account,  with  intent  thereby  to 
give  special  or  unusual  advantages  to  such  customer  for  the 
purpose  of  securing  his  business,  shall  be  deemed  to  be  a  viola- 
tion of  Art.  XXXIV  of  the  constitution,  commonly  known  as 
the  Commission  Law."  Allowing  a  rate  below  what  money 
costs  the  broker  is  regarded  as  a  violation  of  this  provision. 
Hence  the  importance  of  a  careful  computation. 

Method  of  Computing  Interest 

In  computing  the  interest,  first  the  broker's  capital  is  con- 
sidered and  on  it  a  rate  of  6%  is  allowed. 

Second,  huge  sums  are  borrowed  from  banks  on  call  loans 
at  rates  of  interest  which  fluctuate  daily.  If  the  average  amount 
borrowed  on  call  is  $10,000,000,  and  the  average  interest  rate 
paid  is  6.35%  during  the  month,  that  rate  enters  into  the  de- 
termination of  the  rate  to  be  charged  to  customers. 

Third,  the  broker  borrows  on  time  loans.  The  rate  on 
these  loans  may  be  6%,  plus  2l/2%  for  commission,  or  &l/2%. 
This  rate  is  taken  into  consideration  with  the  two  rates  men- 
tioned above. 

Fourth,  the  interest  paid  on  stock  loans  is  averaged. 

The  total  of  the  principal  borrowed  and  that  owned,  figured 
at  the  average  rates,  provides  the  basis  for  the  interest  charged 
to  clients. 
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Owned  Capital    $2,000,000  6% 

Average  Borrowed  Call   TO,OOO,OOO  6.35%! 

Time '. . .       1,000,000  8^% 

Stocks  Loaned   .. 3,500,000  5.86%* 


Total  Capital    ....,$16,500,000 

The  average  interest,  paid  on  an  annual  basis,  is  $1,045,100, 
which  is  equal  to  6.3333%  on  $16,500,000. 

Knowing  the  cost  of  his  money,  the  broker  usually  adds 
a  fraction  of  a  per  cent  to  what  the  basic  rate  approximates.  Of 
course  this  excess  is  "secondary  income"  to  the  business  and 
very  often  pays  the  running  expenses  of  the  office. 

Relation  Between  Accounts  and  Statements 

The  ledger  account  and  the  monthly  statement  sent  to  the 
customer  must  agree  in  every  particular,  which  means  that  the 
long  stocks  carried  down  together  with  the  balance  must  agree 
with  the  statement. 

Sundry  Debits  and  Credits 

Since  the  customer  owns  the  securities  which  he  purchases, 
subject  of  course  to  his  debit  balance,  all  increments,  whatever 
their  nature,  are  credited  to  the  customer.  Consequently,  cash 
dividends  declared  by  a  corporation  whose  stock  is  thus  owned 
by  the  customer  must  be  credited  to  the  customer's  account  on 
the  date  the  dividend  is  payable.  Similarly,  the  customer  is 
entitled  to  credit  for  any  premiums  the  broker  receives  in 
lending  stocks  to  other  brokers. 

A  nice  question  arises  when  stocks  in  which  the  customer 
is  long  are  lending  at  a  premium  because  of  a  scarcity  of  such 
shares  in  the  loan  crowd.  The  broker  who  lends  the  shares  not 
only  receives  free  of  interest  an  advance  for  their  market  value, 
but  in  addition  receives  the  premium.  If  the  broker  pays  no 


1  As  a  result  of  daily  averages. 
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interest  for  the  use  of  these  funds,  shall  the  customer  never- 
theless pay  interest  to  the  broker?  The  answer  must  be  made 
in  the  negative. 

To  carry  the  hypothetical  transaction  further,  let  it  be  as- 
sumed that  A,  B,  C,  and  D  are  each  long  100  shares  of  a 
premium  stock  and  that  the  broker  is  able  to  lend  only  100 
shares  of  it  at  a  premium.  The  premium  received  should  be 
prorated  equitably  among  the  four  customers,  and  each  should 
be  charged  interest  on  only  three-fourths  of  the  amount  in- 
volved in  the  purchase  of  the  stock.  While  in  practice  this 
apportionment  is  seldom  made,  it  should  nevertheless  be  done, 
in  fairness  to  customers.  Nor  is  the  purchase  cost  of  the  re- 
spective holdings  split  up  into  two  parts,  one  subject  to  interest 
and  the  other  not  so  subject.  It  is  customary  to  lend  a  particu- 
lar customer's  stock  at  a  premium,  although  this  practice  works 
to  the  prejudice  of  all  other  holders  of  the  stock,  but  it  is 
followed  in  order  to  facilitate  bookkeeping. 

Corporations  sometimes  declare  stock  dividends  in  lieu 
of  making  cash  disbursements.  They  also  on  occasion  issue 
"rights"  to  subscribe  to  additional  shares.  These  facts  must 
be  evidenced  by  proper  entries  on  the  broker's  books,  if  cus- 
tomers carry  any  of  the  old  stock.  Those  who  are  entitled  to 
the  new  shares  or  the  rights  to  subscribe  to  new  shares  should 
be  advised  formally  by  the  broker.  The  receipt  of  these 
values  is  recorded  on  the  debit  side  of  the  customers'  accounts, 
and  the  entries  are  to  be  interpreted  as  denoting  the  receipt  of 
stock  or  rights  free  of  all  money  charges  against  the  customer. 
The  reason  for  the  debit  entries  becomes  obvious  when  it  is 
recalled  that  an  account  is  debited  with  the  receipt  of  shares, 
whether  or  not  cash  has  been  paid,  and  is  credited  with  the 
delivery  of  shares,  whether  or  not  cash  has  been  received. 

To  illustrate  this  point,  assume  that  on  January  5  John 
Brown  purchased  100  shares  of  United  States  Rubber  for 
$12,615,  and  that  subsequently  a  stock  dividend  was  declared 
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by  the  corporation.  Accordingly,  John  Brown's  account  then 
showed  that,  let  us  say,  5  shares  of  stock  had  been  received  in 
the  form  of  a  dividend  which  cost  Brown  nothing.  On  the 
same  day  his  account  was  debited  with  5  shares  of  United 
States  Rubber,  for  which  no  money  was  paid.  Therefore 
there  was  no  money  charge  against  him.  The  account  showed 
105  shares  of  Rubber  long  against  the  same  debit  balance  of 
$12,615. 

Owing  to  the  reorganization  of  companies  from  time  to 
time,  stockholders  are  assessed  certain  sums  of  money  in  order 
that  they  may  obtain  new  shares  of  the  reorganized  concern. 
Such  assessments  are  paid  by  the  broker  for  the  "long"  cus- 
tomer's account  and  are  therefore  logically  charged  to  the 
customer. 

Where  an  account  is  short  of  securities  and  a  stock  divi- 
dend or  rights  are  declared  by  a  corporation,  the  person  so 
"short"  becomes  additionally  short  of  the  new  shares  or  rights. 
When  the  customer  covers  or  repurchases  against  his  short 
commitments,  he  not  only  buys  back  his  original  shortage,  but 
also  the  number  of  shares  of  which  he  is  short  by  reason  of  the 
stock  dividend  declaration,  or  rights  in  case  the  company  has 
issued  them. 

Where  cash  dividends  are  declared,  the  amount  of  such 
dividend  is  charged  to  the  short  account  when  paid  by  the  cor- 
poration. 

When  an  account  is  short  of  stocks  which  lend  at  a  pre- 
mium, no  interest  is  allowed  on  the  short  sales,  but  instead, 
the  premium  is  charged  to  the  customer  until  he  buys  back 
or  until  the  premium  charge  is  discontinued  in  the  loan  crowd. 

The  recording  of  assessments  on  short  stocks  is  easily  un- 
derstood if  it  is  remembered  that  a  long  account  is  charged 
with  such  assessment.  The  person  "short"  is  credited  when- 
ever his  commitment  is  in  those  shares  upon  which  an  assess- 
ment has  been  levied  by  the  corporation.  Since  he  is  short  of 
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a  stock  inferior  to  that  created  by  means  of  adding  the 
assessment  value,  and  since  he  is  compelled  to  buy  back  or 
cover  the  newly  assessed  stock,  he  must  be  compensated  by 
being  credited  with  the  assessment,  so  that  his  financial  position 
will  not  be  altered. 


CHAPTER  XVI 

CLOSING  THE  BOOKS 

Income 

Income  in  a  brokerage  business  is  derived  from : 

Commissions 

Interest  on  customers'  accounts 

Interest  on  stocks  borrowed 

Premiums  (unless  distributed  to  customers) 

Expense 

The  expense  items  in  a  brokerage  business  may  be  divided 
into  general  expense  and  solicitors'  expense. 
General  expense  embraces  the  following : 

Rent 

Office  salaries 
Telephone 
Telegraph 
Cable 

Ticker  service 
Stationery 
Printing 
Postage 

Stock  Exchange  dues 
"Floor"  brokers'  commissions 
Clearing  house  fees 
Purchase  of  manuals 
Market  reports 
Financial  systems 

Advertising   (in  periodicals  and  trade  journals) 
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Solicitors'  expense  includes : 

Salaries  of  solicitors  or  agents 
Traveling  expenses 


Very  often,  in  the  conduct  of  branch  offices,  the  keeping 
of  separate  income  and  expense  accounts  is  required  in  order 
to  measure  the  productivity  of  business  coming  from  such 
offices. 

i 
Omitted  Expenses 

One  important  consideration  in  closing  the  books  of  a 
brokerage  concern  is  the  accounting  for  certain  liabilities  not 
usually  evidenced  by  the  books.  The  care  generally  exercised 
in  accounting  in  other  businesses  does  not  characterize  the  ac- 
counting in  a  broker's  office,  where  no  scientific  methods  are 
followed  in  connection  with  the  peculiar  accounting  system 
employed.  Often  the  broker  does  not  enter  at  all  the  many 
invoices  which  he  receives  for  miscellaneous  services  and 
supplies,  such  as  stationery,  printing,  telephone,  telegraph 
service,  and  the  like ;  nor  is  he  apt  to  give  attention  to  accrued 
interest  payable,  salaries,  or  rent.  On  that  account  the  great 
majority  of  financial  statements  prepared  by  brokers  contain 
nothing  but  cash  factors.  This  practice  is  wrong  and  is 
badly  in  need  of  correction. 

The  broker  is  engaged  in  business  for  the  purpose  of  mak- 
ing a  fair  return  on  his  capital.  It  is  of  interest  and  of  value 
to  him  to  know  the  cost  incidental  to  the  purchase  or  sale  of 
each  100  shares  of  stock,  what  the  volume  of  business  has 
been,  and  how  much  profit  has  been  made  during  the  year. 
Such  information,  if  available  to  the  administrative  head  of 
a  business,  determines  his  future  business  policy,  thus  making 
for  efficiency  and  increased  profits.  For  this  reason  special 
attention  is  given  here  to  the  items  of  cost  referred  to  above, 
which  are  so  frequently  neglected  in  the  brokerage  business. 
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Accruals 

Many  concerns  overlook  the  importance  of  accruals  be- 
cause the  business,  for  the  most  part,  is  conducted  strictly  on  a 
cash  basis.  This,  however,  does  not  justify  their  omission,  for 
despite  all  statements  to  the  contrary,  the  true  condition  of 
any  concern  cannot  be  determined  without  the  application  of 
correct  accounting  principles,  and  these  require  the  proper  con- 
sideration of  accruals  when  the  books  are  to  be  closed. 

Accrued  interest  on  interest-bearing  notes  receivable  should 
also  be  shown  in  the  profits  for  the  period.  The  same  rule 
should  govern  in  the  case  of  interest  from  stocks  borrowed  and 
money  loaned. 

In  connection  with  the  income  items  it  might  be  added  that 
all  accrued  interest  on  bonds  owned  should  be  brought  into  the 
income  statement.  The  interest  on  customers'  accounts  should 
also  be  given  proper  consideration. 

Liability  accounts  should  be  set  up  for  accrued  salaries. 
Rent  and  interest  on  stocks  loaned  and  money  borrowed  should 
be  treated  in  a  similar  manner.  Interest  on  any  notes  payable 
which  the  broker  may  have  outstanding  should  also  be  in- 
cluded. 

Reserve  Accounts 

Usually  the  capital  contribution  of  a  brokerage  concern 
includes  securities  whose  value  changes  during  the  account- 
ing period.  If  the  securities  have  risen  in  value,  conservative 
practice  does  not  permit  the  writing  up  of  the  asset  for  the  pur- 
pose of  increasing  the  earnings.  If,  on  the  other  hand,  the 
value  has  depreciated,  ample  provision  should  be  made  for 
such  depreciation,  the  usual  reserve  account  being  credited 
for  the  purpose. 

Reserves  should  also  be  set  up  for  the  estimated  amount 
owing  to  sundry  creditors  and  for  traveling  expenses  of 
solicitors  on  the  road.  Too  often  the  bills  which  should  have 
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found  expression  on  the  books  as  audited  vouchers  unpaid  are 
allowed  to  burden  the  next  accounting  period. 

As  the  broker  on  the  floor  of  the  Exchange  might  have 
had  occasion  to  distribute  some  of  his  business  to  "floor" 
specialists,  the  commissions  payable  to  the  latter  should  not 
be  overlooked.  The  books  should  show  very  plainly  whether 
any  business  has  been  so  distributed,  and  if  such  distribution  is 
shown,  ample  provision  should  be  made  in  an  account  called 
"Floor  Brokerage  Commission  Payable." 

The  Income  Statement 

1.  Income  from  Operation.     In  a  brokerage  business  the 
most  important  source  of  income  is  the  commissions  received 
from  customers.     The  broker  enters  the  business  with  the 
primary  purpose  of  earning  such  commissions.     Hence,  the 
commission  item  practically  measures  the  amount  of  money  he 
makes  in  operating.    An  independent  commission  account  may 
well  be  set  up,  if  for  no  other  reason  than  statistical  purposes. 

All  other  items  of  income,  as  interest  on  customers'  ac- 
counts, premiums,  etc.,  are  brought  in  under  heading  5, 
"Secondary  Income." 

2.  General  and  Administrative  Expenses.     This   section 
should  contain  all  expenses  incident  to  the  operation  of  the 
business,  save  solicitors'  and  branch  office  expenses. 

3.  Solicitors'   and   Branch   Office  Expenses.      Solicitors' 
expenses  and  those  incidental  to  the  conduct  of  branch  offices 
are  usually  kept  under   separate   and  distinct  accounts   for 
statistical  purposes.     The  items  usually  included  in  these  ac- 
counts are : 

Rent  of  branch  office  or  offices 

Salaries  of  branch  office  managers  and  clerks 

Advertising  of  branch  office 

News  ticker  service 

Traveling  expense  of  solicitors 
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The  expense  items  under  headings  2  and  3  represent  all 
the  expense  usually  incident  to  the  general  operation  of  the 
business  and  they  might  properly  be  grouped  under  the  one 
caption,  "Total  Expense." 

4.  Net  Income  from  Operations.     This  is  the  resultant 
figure  arrived  at  by  deducting  "Total  Expense"  from  "Income 
from  Operations." 

5.  Secondary   Income.      Under   this   heading   should   be 
listed   interest  earned   in  financing   customers'   transactions. 
The  usual  items  of  secondary  income  are : 

Interest  on  customers'  accounts 

Interest  on  notes  receivable 

Interest  on  stocks  borrowed 

Premiums    on    stocks    loaned,    if    not    distributed    to 

customers 

Interest  earned  on  bonds  held  as  investment 
Dividends  on  stocks  held  as  investment 

6.  Deductions    from    Income.      This    heading    embraces 
such  items  as : 

Interest  on  stock  loans  (equivalent  to  borrowed  money) 
Interest  on  money  borrowed 
Interest  on  notes  payable 

Premiums  on  stocks  borrowed  are  chargeable  to  the  cus- 
tomers who  are  short  of  such  stock. 

7.  Net  Income  from  All  Sources.    The  difference  between 
"Secondary  Income"  and  "Deductions  from  Income"  shows 
the  addition  to,  or  deduction  from,  "Net  Income  from  Opera- 
tions" and  gives  the  total  net  income  from  all  sources. 

8.  Profit  and  Loss  Charges.    These  charges  should  include 
a  reserve  provision  for  doubtful  accounts  receivable,  where- 
ever  such  accounts  exist;  a  reserve  provision  for  depreciation 
of  furniture  and  fixtures,  which  is  an  important  item  in  large 
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banking  offices;  a  reserve  provision  for  expenses  in  connec- 
tion with  the  business  in  general;  and  provision  for  any  loss 
incurred  on  the  sale  of  securities  which  have  been  held  for 
investment. 

9.  Distribution  of  Profit.  The  distribution  of  any  re- 
maining profit  should  be  the  last  item  included  in  the  income 
statement. 

The  Balance  Sheet 

The  arrangement  of  the  assets  and  liabilities  on  the  bal- 
ance sheet  of  a  brokerage  house  (Form  I2a)  does  not  differ 
from  the  arrangement  usually  employed  by  accountants. 
There  are  items,  however,  in  the  broker's  balance  sheet  which 
cannot  be  as  easily  read  as  items  in  the  ordinary  commercial 
balance  sheet.  Some  items  present  apparent  contradiction  in 
that  they  do  not  take  into  account  the  equity  or  margins  in 
customers'  accounts  or  in  the  collateral  loans  of  the  broker. 

Assets.  The  asset  side  of  the  balance  sheet  is  subdivided 
into: 

1.  Capital  Assets 

2.  Current  Assets 

3.  Deferred  Debits  to  Income 

Under  the  first  heading,  "Capital  Assets,"  appear  such 
items  as  Exchange  seats,  and  furniture  and  fixtures. 

Among  the  capital  assets  of  the  stock-broker  who  clears 
his  contracts  through  the  clearing  corporation,  is  the  amount 
deposited  as  a  guarantee  fund  with  the  New  York  Stock  Ex- 
change Clearing  Corporation. 

The  second  heading,  "Current  Assets,"  embraces  cash, 
accounts  receivable,  investments,  notes  receivable,  stocks  bor- 
rowed, and  all  accrued  interest  items.  The  accounts  receiv- 
able recite  no  definite  financial  ruth  unless  read  in  connection 
with  the  table  of  equities,  explained  below. 
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A  third  subdivision  of  assets,  "Deferred  Debits  to  In- 
come," may  include  such  items  as  rent  paid  in  advance,  adver- 
tising paid  in  advance,  Stock  Exchange  dues  paid  in  advance, 
and  all  similar  items  which  have  to  be  analyzed  for  the  purpose 
of  determining  the  portion  applicable  to  the  accounting  period 
just  closing. 

Liabilities.  All  liabilities  are  current  in  nature.  There  are 
no  deferred  credit  items  nor  capital  liabilities.  Stock  loans, 
accounts  payable,  which  usually  are  deposit  accounts  or  open 
credit  accounts,  interest  and  salary  accruals,  all  appear  under 
the  single  caption  of  "Current  Liabilities." 

Proprietors'  Accounts.  The  proprietorship  section  of  the 
balance  sheet,  comprising  reserves  and  partners'  capital 
accounts,  is  self-explanatory. 

Table  of  Equities  or  Liquidating  Balance  Sheet 

The  table  of  equities  (Form  I2b),  sometimes  referred  to 
as  the  "liquidating  balance  sheet,"  "equity  statement,"  or 
"statement  of  margins,"  is  a  most  important  supplement  to 
the  balance  sheet.  Its  purpose  is  to  present  the  status  of  each 
account  into  which  the  question  of  margin  in  favor  of  or 
against  the  customer  may  enter. 

The  significance  of  the  equity  statement  can  be  made  clear 
by  means  of  the  following  transaction :  Suppose  an  account 
is  long  of  5,000  Steel  at  100,  the  purchase  price,  and  that  the 
present  market  price  is  95.  How  does  this  affect  the  balance 
sheet?  The  ledger  balance  in  this  case  shows  approximately 
a  debit  of  $500,000,  the  securities  appearing  as  5,000  Steel. 
It  is  obvious  that  this  does  not  reflect  the  true  condition  of  the 
account;  but  as  all  the  stock  accounts  receivable  are  grouped 
together  in  the  balance  sheet,  it  is  practically  impossible  to 
segregate  any  particular  account  from  the  mass.  From  the 
broker's  point  of  view  the  statement  of  the  account  is  cor- 
rect, as  the  stock  accounts  receivable  are  considered  abso- 
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lutely  good.  The  cashier  of  a  bank,  however,  who  had  occa- 
sion to  review  the  balance  sheet  would  not  so  consider  it,  as 
in  such  form  it  is  confusing  and  even  misleading.  This  defi- 
ciency is  supplied  by  the  table  of  equities,  which  discloses  the 
true  condition  of  every  real  account  carried  on  the  books  of 
the  broker,  including  the  steel  transaction  considered  above  in 
which  the  table  of  equities  discloses  a  decrease  of  $25,000  in 
asset  values. 

The  arrangement  of  the  table  of  equities  is  such  as  to  show 
in  each  case  the  name  of  the  account  receivable;  the  number 
of  shares  long  and  short;  the  description;  the  market  price 
and  market  value ;  the  ledger  balance,  debit  or  credit ;  and  the 
liquidating  value  of  assets  and  liabilities.  If  it  is  an  open 
credit  account,  the  ledger  credit  and  the  liability  are  the  same. 
If  it  is  an  open  debit,  considered  perfectly  collectible,  the 
amount  appearing  in  the  ledger  debit  column  appears  again  in 
the  asset  column. 

By  this  "refining"  process  the  accounts  receivable  as 
represented  on  the  balance  sheet  and  as  shown  on  the  equity 
statement,  are  contrasted  as  to  money  values.  This  is  done 
by  footing  the  two  margin  columns,  the  difference  between 
the  debit  and  credit  sides  representing  the  equity  due  to  cus- 
tomers or  due  to  the  house  from  the  customers. 

Every  account  is  treated  on  this  statement  in  such  a  way 
that  the  ledger  columns  really  present  the  balance  sheet  ac- 
counts, while  the  last  columns  indicate  the  liquidating  values 
or  equities  of  each  individual  asset  and  liability  account. 

Combination  Equity  Statement  and  Balance  Sheet 

Very  often,  instead  of  the  standard  form  of  balance  sheet, 
a  combination  of  the  equity  statement  and  balance  sheet  is 
employed.  On  such  a  combination  statement  the  facts  and 
figures  are  thrown  into  contrast,  and  the  result  is  a  true 
presentation  of  the  broker's  affairs. 
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In  the  preparation  of  this  combined  sheet  it  may  be  said 
in  brief  that,  as  each  balance  is  struck  in  the  ledger,  the  amount 
of  equity  which  the  broker  or  the  customer  retains  in  the 
asset  or  liability  is  listed.  For  example,  in  his  cash  account 
the  broker  has  100%  equity.  In  a  stock  account  receivable, 
only  the  customer's  equity  is  shown. 

The  amount  of  margin  which  a  broker  retains  in  collateral 
loans  is  shown  as  an  asset  under  liquidating  values. 

Applying  Market  Prices  to  Total  Longs  and  Shorts 

Accountants  also  use  other  devices  in  determining  the  finan- 
cial status  of  their  client's  affairs.  Not  infrequently  they 
apply  the  market  values  of  all  long  securities  against  the  sum 
total  of  the  customers'  long  accounts,  the  resulting  difference 
representing  the  equity  to  which  the  customers  are  entitled 
if  they  liquidate  their  commitments  at  the  market  prices  used 
in  the  compilation.  They  likewise  deduct  the  total  market 
values  of  all  "short"  contracts  from  the  total  credit  balances 
of  all  "short"  customers,  the  difference  reflecting  the  amount 
which  would  be  due  to  the  clients  should  they  liquidate  their 
"short"  contracts  at  the  market  prices  used. 

The  difference  between  this  method  of  computation  and  the 
one  previously  explained  lies  in  the  fact  that  market  prices 
are  applied  to  groups  instead  of  to  individual  items. 


CHAPTER  XVII 

LIQUIDATION  AND  DISSOLUTION 

Liquidating  Balance  Sheet 

Since  the  broker  is  engaged  in  a  business  of  which  the  as- 
sets for  the  most  part  are  current  or  liquid,  it  becomes  a  very 
simple  task  for  him  to  strike  off  a  liquidating  balance  sheet. 
In  substance,  this  financial  statement  can  be  compared  to  the 
statement  of  realization  and  liquidation  compiled  for  a  concern 
which  is  winding  up  its  affairs.  However,  in  brokerage  the 
broker  merely  determines  the  financial  status  of  his  business 
by  applying  the  market  price  of  securities  against  those  which 
he  is  carrying  for  customers,  "long"  or  "short."  In  preparing 
this  form  of  balance  sheet  he  proceeds  upon  the  assumption  that 
his  customers'  holdings  are  to  be  liquidated,  so  that  their  equi- 
ties represent  his  actual  liabilities.  From  such  assumed  liquida- 
tion the  natural  inference  is  that  the  broker  in  turn  must  also 
liquidate  his  liabilities  through  the  payment  of  his  stock  and 
bank  loans,  as  well  as  the  realization  upon  his  Stocks  Borrowed 
and  his  Money  Loaned  accounts.  If  there  are  any  such  loans, 
the  result  of  this  assumed  liquidation  reveals  the  exact  condi- 
tion of  affairs  as  of  a  given  date.  The  residuum  is  in  the  form 
of  cash,  and  this  should  equal  the  broker's  original  investment 
plus  profits  realized,  or  less  losses  sustained  through  operations. 

Such  a  form  of  balance  sheet  is  somewhat  confusing  to  the 
average  reader,  unless  a  footnote  is  added  to  the  effect  that 
the  compilation  is  merely  a  tentative  liquidation  of  the  business. 

It  is  believed  that  the  statement  of  equities  or  liquidating 
balance  sheet  gives  a  clearer  presentation  of  affairs  than  the 
ordinary  balance  sheet,  since  by  it  the  relation  of  the  liquidat- 
ing values  to  the  unliquidated  commitments  is  revealed.  It 
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acts  as  a  very  excellent  guide  to  the  broker  or  his  banker  in 
measuring  the  broker's  skill  in  managing  his  business. 

Legal  Aspects  of  Insolvency 

The  accountant's  services  are  usually  availed  of  by  brokers 
only  in  times  of  financial  stress.  This  practice  is  to  be  con- 
demned, since  the  task  of  determining  the  solvency  of  a  broker's 
business  is  comparatively  a  very  simple  one  and  the  investiga- 
tion should  be  made  regularly  for  the  protection  of  the  broker 
as  well  as  his  customers.  The  broker's  business  logically  calls 
for  periodic  audits  by  competent  accountants  in  order  to  de- 
termine its  financial  condition,  since  there  is  a  legal  penalty 
imposed  upon  brokers  for  accepting  funds  when  they  are  aware 
oi  their  insolvency.  The  Penal  Law,  Section  955,  added  by 
Chapter  500  of  the  Laws  of  1913,  provides  substantially  that 
a  stock-broker  who,  knowing  that  he  is  insolvent,  accepts 
money  or  securities  from  a  customer  who  is  ignorant  of  his  in- 
solvency and  thereby  causes  the  customer  to  lose  such  money 
or  securities,  in  whole  or  in  part,  is  guilty  of  a  felony;  and  that 
he  shall  be  deemed  insolvent  whenever  the  aggregate  of  his 
property  is  insufficient  to  pay  his  debts. 

Method  of  Determining  Solvency 

A  very  simple  device  for  determining  the  status  of  a 
broker's  business  is  to  determine  first  the  amounts  due  to  cus- 
tomers, i.e.,  their  equities  in  the  running  speculative  accounts. 
This,  together  with  the  absolute  accounts  payable,  furnishes 
the  total  liabilities  of  the  broker  as  evidenced  by  the  books. 
Then,  as  against  these  liabilities,  the  quick  assets  could  be  set 
up  very  rapidly  in  the  following  order : 

1.  The  equities  which  the  broker  has  in  collateral  loans. 

2.  The  equity  he  has  in  stocks  borrowed  and  stocks  loaned 

which  have  not  been  marked  to  the  market  price. 

3.  The  cash  in  banks  and  on  hand. 


!66  STOCK  BROKERAGE 

4.  The  market  value  of  his  investment  accounts. 

5.  The  market  value  of  the  securities  unpledged,  carried 

on  margin  for  customers ;  in  other  words,  the  value 
of  the  broker's  "box." 

6.  The  value  of  securities  in  transfer  offices  to  be  regis- 

tered in  the  broker's  name. 

7.  The  value  of  Exchange  membership. 

Deducting  the  liabilities  from  the  sum  total  of  the  above 
list  of  assets  gives  the  financial  condition  of  the  business. 

As  a  general  rule  a  statement  containing  the  items  indicated 
above  should  be  prepared  monthly.  In  preparing  this  state- 
ment, any  material  defalcation  by  clerks,  or  losses  incurred, 
could  be  sensed  and  brought  to  the  attention  of  the  adminis- 
trative partner. 

Voluntary  Dissolution 

Brokerage  houses  are  usually  partnerships,  and  their  volun- 
tary dissolution  is  easily  accomplished  by  the  mutual  consent 
of  the  partners. 

Under  the  law  of  partnership  dissolution  may  also  be 
brought  about  in  the  following  ways : 

1.  The  expiration  of  the  term  as  stated  in  the  articles  of 

copartnership. 

2.  The  death  of  a  partner. 

3.  The  insanity  of  a  partner. 

4.  The  assignment  of  a  partnership  interest  to  a  third 

person. 

5.  An  action  in  Equity  for  dissolution  of  the  partnership. 

Very  often  Wall  Street  enters  upon  a  period  of  depression, 
and  usually  before  the  depression  ends  a  number  of  brokerage 
firms  tire  of  the  inactivity  and  go  into  voluntary  dissolution, 
especially  as  rents  are  high  and  other  business  expenses  are 
heavy.  In  event  of  such  dissolution,  the  customers  are  noti- 
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fied  of  the  firm's  intention  to  discontinue,  and  a  request  is 
made  for  the  settlement  of  all  open  accounts.  This  is  made 
possible  by  either  "taking  up"  the  accounts  or  transferring 
them  to  some  other  broker.  The  assets  remaining  are  distrib- 
uted among  the  partners,  and  the  business  is  dissolved. 

Involuntary  Dissolution 

Involuntary  or  forced  dissolution,  on  the  other  hand,  is  far 
more  troublesome.  Sometimes  this  condition  is  an  outgrowth 
of  untoward  developments,  such  as  panics  or  business  depres- 
sions. In  most  instances,  however,  it  arises  through  specula- 
tion on  the  part  of  the  firm  itself,  which  endangers  its  clients' 
funds,  or  an  inefficient  margin  department. 

If  insolvency  or  bankruptcy  does  not  result  directly  from 
such  speculations,  the  Stock  Exchange  intervenes  in  the  "pri- 
vate operations"  of  the  firm,  and  expulsion  or  suspension 
results.  What  is  more,  the  offenders  are  liable  to  their  custo- 
mers in  legal  actions  for  conversion. 

Release  of  Securities  Held  by  Bankrupt  Firm 

When  bankruptcy  proceedings  are  instituted  against  a 
brokerage  firm,  several  nice  legal  questions  arise,  the  essence 
of  which  is  the  status  of  the  customers  as  creditors  of  the  firm 
and  the  relation  of  other  brokers  to  the  bankrupt. 

When  a  brokerage  firm  assigns,  the  most  important  ques- 
tion to  be  answered,  and  one  which  no  doubt  concerns  the 
customer  most,  is  how  he  can  "lift"  the  account,  that  is, 
release  the  equity  in  his  securities.  There  are  several  cases 
in  law  which  cover  this  point.  In  the  matter  of  Meadows, 
Williams  and  Company 1  it  was  held  that  where  the  iden- 
tical certificates  of  stocks  or  other  evidences  of  ownership 
purchased  in  execution  of  a  customer's  order  are  traceable,  he 

1 177  Fed.  1004. 
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can,  by  payment  of  his  debit  balance,  have  his  securities  re- 
leased to  him.  On  the  other  hand,  if  the  securities  have  not 
been  pledged  but  are  carried  by  the  broker,  the  customer  may 
succeed  in  enforcing  his  claim  to  them,  even  though  it  is  im- 
possible to  establish  the  identity  of  the  certificates. 

It  was  also  held  in  this  case  that  wherever  the  securities 
carried  by  the  broker  represent  the  holdings  of  several  custom- 
ers in  the  same  stock,  even  though  the  certificates  cannot  be 
identified,  each  customer  has  a  just  claim  to  his  pro  rata  share 
upon  payment  of  an  amount  sufficient  to  release  the  securities. 
Also,  if  at  the  time  of  failure  the  broker  has  in  his  possession 
all  the  securities  represented  by  customers'  accounts,  each 
customer  may  release  his  equity  by  paying  the  amount  of  his 
book  balance  to  the  assignee  or  trustee  in  bankruptcy. 

In  the  case  of  Chamberlain  v.  Greenleaf,2  it  was  held 
that  if  the  securities  are  pledged  to  a  third  party  to  se- 
cure a  loan  to  the  bankrupt,  and  these  securities  are  distinct 
and  separate  from  all  other  securities,  the  customer  may  release 
his  equity  upon  payment  to  the  pledgee  of  the  amount  secured 
by  such  stock  and  also  upon  payment  of  any  differences  in 
the  account  to  the  legal  representative  of  the  bankrupt. 

In  the  case  of  Gould  v.  Central  Trust  Company,3  it 
was  held  that  when  customers'  securities  have  been  mingled 
in  one  bulk  and  pledged,  the  customers  can  release  their  hold- 
ings by  paying  their  pro  rata  shares,  so  that  the  total  will  equal 
the  amount  covered  by  the  pledge,  and  any  differences  are 
to  be  paid  to  the  estate  of  the  bankrupt.  The  court  further 
ruled  that  if  a  part  of  the  securities  have  been  sold  in  satisfac- 
tion of  a  prior  lien  of  the  pledgee,  the  balance  of  the  securities 
may  be  disposed  of  and  the  funds  realized  therefrom  distributed 
on  a  pro  rata  basis  among  the  various  customers  whose  securi- 
ties make  up  the  loan,  without  the  necessity  of  first  determining 


3  4  Abb.  N.  C.  (N.  Y.  )  178. 
36  Abb.  N.  C.  (N.  Y.)  381. 
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which  set  of  customers  owned  the  particular  securities  that  were 
sold  in  satisfaction  of  the  lien. 

Of  course,  the  principles  of  equity  as  well  as  the  doctrine 
of  marshaling  in  the  case  of  bankruptcy  require  that  to  satisfy 
a  lien  the  broker's  securities,  which  together  with  the  customers' 
securities  constitute  the  collateral  in  a  loan,  be  first  disposed 
of  before  any  of  the  customers'  shares  are  sold. 

Customer's  Equity  in  Deposited  Securities 

In  the  matter  of  Mills,4  a  situation  arose  where  a  customer 
deposited  with  his  broker  securities  as  margin  on  a  running 
account.  These  securities  were  pledged  in  order  to  raise 
funds,  and  in  an  action  brought  later  it  was  contended  that 
such  stocks  and  bonds  had  no  priority  over  securities  that  were 
purchased  originally  on  margin.  The  court  ruled  that  there 
was  no  distinction  between  securities  deposited  as  margin  and 
securities  purchased  and  carried  on  margin. 

It  would  appear,  however,  that  if  the  securities  are  deposited 
for  safe-keeping  and  are  pledged  without  the  knowledge  or 
consent  of  the  owner,  such  owner  can  insist  upon  the  sale  of 
securities  bought  on  margin  before  any  disposition  is  made  of 
his  holdings.  If  his  securities  are  sold  before  others,  he  can 
demand  the  disposition  of  the  remaining  securities  in  order 
that  restitution  be  made  to  him  to  cover  the  fair  value  of  his 
stocks  or  bonds. 

If  there  is  evidence  of  a  collusion  existing  between  the 
pledger  and  the  pledgee,  and  the  securities  owned  by  an  inno- 
cent third  party  are  sold  to  satisfy  a  lien,  the  courts  would 
support  this  third  party  in  his  claim  to  recover  full  value. 

Equity  in  Clearance  Loans 

In  the  case  of  the  Mechanics  National  Bank  v.  Ernst,'  it 
was  decided  by  the  United  States  Supreme  Court,  November  3, 

4  125  App.  Div.  (N.  Y.)  730;  193  N.  Y.  626  (1908). 
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1913,  that  clearance  loans  carry  with  them  no  superior  equities 
in  securities  trusteed  in  connection  with  such  loans.  It  was 
ruled  that  the  bank  was  only  a  general  creditor  and  was  en- 
titled to  share  as  such. 

Generally  speaking,  the  National  Bankruptcy  Act  governs 
almost  exclusively  in  all  actions  for  the  recovery  of  securities 
when  the  broker  has  been  adjudicated  a  bankrupt. 

Disposal  of  Broker's  Stock  Exchange  Seat 

In  regard  to  the  bankrupt  broker's  membership  on  the  Ex- 
change, Sections  i  and  3  of  Article  XVI  of  the  constitution  of 
the  New  York  Stock  Exchange  provide  as  follows : 

A  member  who  fails  to  comply  with  his  contracts  or  is 
insolvent,  or  who  is  a  partner  in  a  firm  registered  upon  the 
Exchange  which  fails  to  comply  with  its  contracts  or  is 
insolvent,  shall  immediately  notify  the  President,  in  writing, 
that  he  or  his  firm  is  unable  to  meet  their  engagements,  or 
prompt  notice  thereof  shall  be  given  to  the  Exchange.  He 
shall  thereby  become  suspended  from  membership  until,  after 
having  settled  with  his  creditors  or  the  creditors  of  his  firm, 
he  has  been  reinstated  by  the  Committee  on  Admissions.  If 
a  member  suspended  under  this  article  fails  to  settle  with  his 
creditors  and  applies  for  reinstatement  within  one  year  from 
the  time  of  his  suspension,  his  membership  shall  be  disposed 
of  by  the  Committee  on  Admissions. 

Before  the  customers  may  share  in  the  funds  realized 
from  the  sale  of  the  broker's  Exchange  seat,  all  the  claims  of 
other  members  of  the  Exchange  have  first  to  be  paid.  Any 
surplus  remaining  is  distributable  among  the  respective  credi- 
tors of  the  firm  and  of  the  partners  individually. 

In  concluding  it  may  be  said  that  there  are  many  other 
features  and  conditions  of  the  broker's  bankruptcy  which  are 
too  technical  for  discussion  here.  Only  a  few  cases  have  been 
cited  to  illustrate  the  more  important  phases  of  the  question  and 
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to  indicate  the  status  of  customers  in  the  capacity  of  creditors. 
Almost  daily  problems  are  met  in  which  a  knowledge  of  the  law 
is  invaluable  to  the  accountant  whose  duty  it  is  to  ascertain  the 
equities  of  customers  of  a  defunct  brokerage  concern.5 

s  The  legal  information   given    here   has  been  epitomized  from   Douglas   Campbell's 
"  The  Law  of  Stock  Brokers." 
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CHAPTER  XVIII 

THE  COTTON  FUTURES  MARKET 

The  Market 

The  cotton  futures  market  plays  an  important  role  in  the 
disposition  of  the  annual  cotton  crop.  It  is  the  medium  for 
distributing  approximately  15,000,000  bales  yearly,  which, 
resolved  into  terms  of  money,  gives  $1,050,000,000,  figuring 
the  average  price  of  cotton  at  14  cents  per  pound.  The  system 
of  "futures"  facilitates  the  movement  of  cotton  from  grower 
to  consumer. 

Cotton  brokers  are  engaged  in  trading  for  either  "spot" 
delivery  or  "future"  delivery.  The  former  involves  but  very 
little  accounting,  and  is  treated  in  Chapter  XXII.  The 
accounting  requirements  of  the  futures  market  are,  on  the 
other  hand,  peculiar  and  rather  intricate  in  nature. 

Expressed  briefly,  the  futures  market  is  a  system  of  trading 
in  cotton  options,  the  commodity  not  being  deliverable  until 
the  time  specified  in  the  contract.  The  active  issues  or  options 
traded  in  are  those  of  January,  March,  May,  July,  August, 
October,  and  December.  An  option  for  any  of  these  months 
may  be  traded  in  up  to  the  last  "tender  day,"  or  "notice  day," 
of  the  preceding  month,  which  is  the  time  set  by  the  Cotton 
Exchange  for  the  expiration  of  the  options  for  the  next  month 
and  the  ceasing  of  trading  in  the  commitments.  For  example, 
January  cotton  may  be  bought  or  sold  up  to  the  last  tender 
day  in  the  preceding  December,  or  May  cotton  may  be  traded 
in  up  to  the  last  tender  day  in  the  preceding  April. 

When  January,  1920,  cotton  was  purchased  in  1919,  the 
commodity  was  tendered  on  or  about  December  30,  1919,  and 
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the  purchaser  was  called  upon  at  that  time  to  make  payment 
against  the  delivery  to  him  of  a  warehouse  receipt.  On  the 
other  hand,  if  the  buyer  wished  to  dispose  of  his  holdings  of 
January  cotton,  he  could  do  so  at  any  time  until  the  last  tender 
day. 

Most  of  the  buying  and  selling  of  cotton  futures  is  for 
speculative  purposes.  The  customer  does  not  wish  to  buy  or 
sell  actual  cotton,  and  when  his  commitment  falls  due  settle- 
ment must  be  made  in  some  other  way  than  by  the  actual 
receipt  or  delivery  of  cotton,  and  this  is  done  on  or  before 
the  last  tender  day. 

A  customer  having  a  long  interest  in  the  market  usually 
sells  his  cotton  for  the  outgoing  month,  and  if  he  wishes  to 
retain  a  long  interest,  purchases  futures  for  succeeding  months. 
For  example,  assume  that  John  Jones  is  long  of  March.  Being 
compelled  to  sell  out  his  longs  in  the  last  days  of  February, 
he  sells  March  cotton  to  satisfy  his  March  contract  and.  buys 
May  cotton  to  retain  his  long  interest  in  the  market.  Or 
suppose  that  John  Brown  is  short  of  March.  Being  compelled 
to  buy  in  by  reason  of  the  approaching  expiration  of  his  con- 
tract, he  buys  March  and  sells  May,  thereby  retaining  his 
short  interest.  In  these  cases  it  is  taken  for  granted  that 
Brown  does  not  intend  delivering,  and  that  Jones  does  not  con- 
template receiving  cotton.  They  are  therefore  compelled  to 
settle  their  contracts  by  purchase  and  sale  of  the  maturing 
options  respectively. 

Cotton  mills  which  sell  a  good  deal  of  their  output  on 
contract  at  a  certain  price  use  the  futures  market  for  hedging 
purposes,  that  is,  as  an  insurance  against  a  rise  in  the  price 
of  raw  cotton.  If  the  price  rises  after  a  mill  sells  its  product 
but  before  the  goods  are  manufactured,  or  the  raw  cotton 
purchased,  the  mill  loses  to  the  extent  of  the  advance.  To  pre- 
vent such  loss  or  advance  sales  cotton  mills  usually  hedge 
by  purchasing  a  sufficient  number  of  bales  of  futures,  and  thus 
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protect  themselves  against  any  increase  in  the  price  of  the  raw 
material.  If  the  price  of  cotton  should  subsequently  rise,  the 
loss  incurred  by  reason  of  the  increased  price  of  the  raw  mate- 
rial is  offset  by  the  profit  made  on  the  cotton  bought  on  futures. 
If,  on  the  other  hand,  the  price  of  raw  cotton  falls  before  its 
actual  purchase,  the  additional  profit  which  this  gives  on  the 
manufactured  product  offsets  the  loss  on  the  futures.  Thus 
the  futures  purchase  serves  the  purpose  of  stabilizing  cost,  or 
insuring  against  loss.  Spot  cotton  dealers  use  the  futures 
market  in  much  the  same  manner. 

An  additional  function  which  the  futures  market  performs 
is  the  maintenance  of  a  ready  market  for  cotton.  Its  prices 
are  based  on  the  effective  demand  for  and  the  real  supply  of 
"classified  raw"  cotton.  It  eliminates  the  very  wide  and  arbi- 
trary fluctuations  of  prices  that  would  otherwise  occur. 

Customs  of  the  Futures  Market 

According  to  the  rules  set  down  by  the  New  York  Cotton 
Exchange,  cotton  is  traded  in  for  future  delivery  in  quantities 
of  not  less  than  100  bales,  each  100  bales,  in  technical  terms, 
constituting  "one  contract."  On  this  basis  1,000  bales  of 
cotton  are  equivalent  to  10  contracts.  Furthermore,  the  Ex- 
change has  specified  the  weight  of  50,000  pounds  as  a  contract, 
each  bale  weighing  500  pounds.  The  price  of  cotton  is  quoted 
in  terms  of  cents  and  hundredths  of  a  cent  per  pound.  One 
cent  on  100  bales  is  equivalent  to  $500,  and  one  one-hundredth 
of  a  cent,  which  is  known  as  a  point,  is  equivalent  to  $5. 

The  only  cash  transactions  in  the  cotton  market  are  those 
in  spot  cotton.  All  other  transactions  are  settled  by  means 
of  the  "differences"  system,  which  has  as  its  chief  feature  a 
cash  payment,  or  receipt,  for  the  difference  between  the  price 
paid  for  the  cotton  and  the  price  received  on  the  sale.  Thus, 
if  a  customer  purchases  100  bales  of  cotton  at  13.08  cents  per 
pound  and  sells  it  at  13.20  cents  per  pound,  he  gains  the  differ- 
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ence  of  12  points,  or  $60,  as  a  result  of  the  deal.  Figuring 
this  by  the  ordinary  method  of  calculation,  the  contract  of 
50,000  pounds  at  13.08  cents  per  pound  costs  $6,540,  and  at 
13.20  cents  it  will  yield  $6,600,  or  a  profit  of  $60. 

Books  of  Account 

Two  distinct  sets  of  books  are  kept  by  the  cotton  broker, 
one  dealing  with  customers'  transactions,  and  the  other  with 
the  same  transactions  from  the  clearing  house  end,  i.e.,  with 
the  cotton  broker's  dealings  with  other  brokers.  Only  by  a  sys- 
tem of  interlocking  the  two  sets  of  books  is  a  check  upon  the 
clearing  house  books  made  possible.  Reference  to  this  point 
will  be  made  later  (Chapter  XXI). 

The  Customers   Records 

The  books  used  for  the  record  of  transactions  with 
customers  are  as  follows: 

Purchases  and  sales  book 

Customers  margin  book 

Customers  contract  book 

Customers  ledger 

General  journal 

General  ledger 

Cash  book 

Account  sales  register,  or  contract  analysis  journal 

Purchases  and  Sales  Book 

The  ruling  and  arrangement  of  the  purchases  and  sales 
book  does  not  vary  in  any  material  respect  from  the  similar 
book  used  in  the  stock  brokerage  business.  The  headings  of  the 
columns  are  practically  the  same,  the  only  difference  being 
that  the  caption  "Number  of  Bales"  appears  instead  of 
"Number  of  Shares." 
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Customers  Margin  Book 

The  principles  underlying  the  system  of  margins  in  the 
cotton  market  are  the  same  as  in  the  stock  market,  so  that  the 
same  card  system  or  loose-leaf  device  can  be  installed  with 
good  results.  Other  forms  used  by  stock-brokers  are  also 
employed. 

Two  hundred  points,  or  $1,000,  is  considered  a  safe  margin 
on  one  contract,  although  the  amount  is  changed  from  time  to 
time.  Conservative  brokerage  concerns  call  for  additional 
margin  when  one-half  of  the  existing  margin  is  consumed 
by  paper  losses  as  a  result  of  an  adverse  movement  in  the 
market  price.  For  instance,  if  John  Brown,  a  customer,  pur- 
chases 100  January  at  13.08  and  the  price  declines  n  points, 
or  $55,  this  potential  or  paper  loss  is  subtracted  from  the 
margin  which  Brown  has  deposited  on  account  of  his  pur- 
chase. Assuming  that  he  has  had  originally  a  ledger  credit 
of  $1,000,  his  margin  is  now  $945,  or  189  points,  which  is 
still  sufficient  to  carry  the  account.  If,  however,  the  price  for 
January  should  decline  to  12.08,  Brown  would  be  called 
upon  for  $500  additional  margin.  If  he  should  fail  to  respond 
after  a  reasonable  time,  the  length  of  which  depends  altogether 
upon  the  condition  of  the  market,  an  order  would  be  entered 
to  sell  loo  January  at  about  11.15  on  "stop,"  which  means 
that  if  the  price  of  Janaury  fell  to  11.15  tne  order  would 
be  executed  at  that  price.  Having  purchased  the  contract  at 
13.08  and  sold  it  at  11.15,  Brown's  loss  would  be  193  points, 
or  $965. 

It  should  be  noted  here  that  an  entire  contract  comprises 
both  the  purchase  and  sale  of  a  commitment. 

Customers  Contract  Book 

Form  13  shows  a  sheet  from  the  customers  contract  book. 
Entries  are  made  in  this  book  from  the  purchases  and  sales 
book.  Each  customer  has  one  page  allotted  to  him,  and  the 
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ruling  provides  for  the  classification  of  the  options  bought 
and  sold,  the  date  of  each  transaction,  and  the  prices  paid 
and  received.  There  is  also  a  column  providing  for  the  inser- 
tion of  an  account-sales  number.  Each  contract  is  entered  on 
a  separate  line.  Thus,  the  record  of  10  contracts  purchased 
is  expressed  by  10  separate  entries,  even  though  they  represent 
one  purchase.  This  is  done  to  obviate  any  error  in  closing 
or  setting  off  such  purchases,  and  to  make  possible  the  record- 
ing of  account-sales  reference  numbers.  These  account  sales 
may  be  rendered  at  different  times,  depending  upon  the  man- 
ner in  which  the  purchases  are  disposed  of  or  the  short  sales 
covered.  They  may  be  closed  all  at  once  or  at  subsequent 
intervals. 

All  transactions  are  classified  according  to  the  options 
involved.  Thus,  any  dealings  in  the  option,  May,  1920,  are 
classified  in  the  column  headed  "May,  1920."  Similarly,  all 
purchases  or  sales  of  other  months  are  classified  in  their  re- 
spective columns. 

A  loose-leaf  arrangement  gives  the  best  service  in  this 
particular  book.  As  it  is  tabbed  alphabetically,  the  customers' 
accounts  can  also  be  arranged  in  that  manner.  Furthermore, 
the  book  can  be  expanded  or  contracted.  This  is  a  most  con- 
venient and  desirable  feature  in  the  cotton  brokerage  business, 
since  "dead"  accounts  can  be  removed  to  the  transfer  binder, 
while  the  active  accounts  are  allowed  to  remain. 

No  monetary  column  appears  in  the  customers  contract 
book  other  than  that  for  entering  the  price  per  pound.  As 
may  be  inferred,  the  customers'  accounts  in  the  ledger  are  not 
charged  with  the  cost  of  purchases  or  with  the  proceeds  of 
sales,  but  show  only  the  profit  or  loss  difference.  For  example, 
if  John  Jones  purchases  100  January  at  13.08  and  sells  100 
at  13.20,  his  account  in  the  ledger  is  not  charged  with  $6,540 
nor  credited  with  $6,600,  but  is  merely  credited  with  his 
his  profit  of  $60,  less  commission.  Thus  this  customers  con- 
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tract  record  contains  only  the  options  of  customers  and  dis- 
regards the  money  values  involved  beyond  the  price  per  pound. 

The  difference  method  employed  in  charging  or  crediting 
accounts  to  record  purchase  or  sale  of  futures  is  not  peculiar 
to  the  cotton  brokerage  business.  The  accounting  in  all  the 
commodity  futures  is  conducted  in  the  same  manner.  The 
system  is  employed  because  it  is  convenient,  accurate,  and 
wholly  in  line  with  the  custom  of  the  business. 

Opposed  to  this  method  of  accounting  is  that  of  charging 
the  customer  with  the  amount  of  his  purchase  and  crediting 
simultaneously  the  Contract  Differences  account.  This  may  be 
correct  in  principle,  perhaps  even  more  so  than  the  method 
in  vogue,  for  the  reason  that  it  shows  the  actual  debt  by  the 
customer  who,  it  is  always  supposed,  will  pay  for  his  contract 
at  the  time  of  delivery.  In  crediting  the  Contract  Differences 
account,  the  liability  is  set  up  with  the  clearing  house  broker 
and  is  discharged  at  delivery  time.  The  same  result  is  accomp- 
lished as  in  the  first  case,  with  the  additional  advantage  that 
the  contracts,  or  options,  find  expression  in  a  financial  way. 
The  use  of  the  first  method,  however,  is  supported  by  the 
following  two  good  reasons: 

1.  The  contract  is  purely  an  option   for  the  receipt  or 
delivery  of  a  specified  month's  cotton.     This  cotton  may  or 
may  not  be  received  or  delivered  by  the  contracting  parties. 
In  view  of  the  doubt  which  exists  on  the  part  of  the  customer 
as  to  his  intention  of  accepting  the  cotton  or  effecting  delivery, 
no  charge  or  credit  should  be  set  up,  nor  should  corresponding 
entries  be  made  in  the  account  with  the  clearing  house.     If 
eventually  he  means  to  avail  himself  of  the  option  he  holds, 
and  expresses  this  intention,  a  charge  for  the  purchase  and  a 
corresponding  liability  to  the  clearing  house  broker  would  then 
be  warranted. 

2.  In  case  of  a  sale,  the  grower  or  the  speculator  making 
commitments  may  not  intend  to  make  delivery  against  the 
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sale.  The  sale  may  have  been  made  for  hedging  purposes  or 
as  a  "short  flier"  in  the  market.  Or  the  purchaser,  say  a  "spot" 
man,  may  have  entered  the  futures  market  merely  to  avoid 
any  possible  loss  from  a  rise  in  the  price  of  spot  cotton  after 
contractual  relations  have  been  entered  into  between  the 
"spot"  man  and  a  mill.  If  the  credit  to  the  customer  and  a 
corresponding  charge  to  the  clearing  house  broker  were  set 
up,  the  entries  at  best  would  express  merely  contingencies. 

For  such  reasons  it  is  obvious  that  nothing  is  lost  and  no 
misstatement  is  made  by  treating  option  transactions  by  the 
first  method  of  accounting. 

Customers  Ledger 

-  The  customers  ledger  is  an  underlying  ledger  and  does  not 
vary  in  principle  from  the  ordinary  customers  or  creditors 
ledger.  Hence  it  does  not  require  further  comment.  The 
"Boston"  or  three-money-column  ledger  can  be  used  here  to 
good  advantage. 

General  Journal 

In  cotton  brokerage  the  general  journal  is  put  to  the  usual 
accounting  uses.  It  is  well,  however,  to  call  attention  to  two 
frequently  recurring  items  in  the  journal,  for  which  special 
debit  and  credit  columns  are  provided.  One  is  "Cash  in 
Sundry  Banks,"  which  is  charged  with  deposits  wired  by  out- 
of-town  banks  as  margin  for  customers.  The  other  item  is 
the  credit  entry  made  in  the  Customers  controlling  account, 
specifying  which  individual  account  is  to  be  credited.  As  an 
example,  Frederick  Jones  of  Sumter,  South  Carolina,  deposits 
$1,000  with  the  National  Bank  of  Sumter  for  the  credit  of  his 
broker  in  New  York.  Upon  being  advised  by  the  bank,  the 
broker  debits  Cash  in  Sundry  Banks  (National  Bank  of 
Sumter)  with  $1,000  and  credits  the  Customers  controlling 
account  with  a  similar  amount. 
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General  Ledger 

The  general  ledger  contains  all  real  accounts,  including,  of 
course,  the  controlling  accounts  for  customers  and  clearing 
house  margins.  A  bound  book  best  answers  the  purposes  of 
this  ledger. 

Cash  Book 

The  cash  book,  as  shown  by  Forms  I4a  and  i4b,  has 
special  columns,  conforming  to  the  needs  of  the  cotton  brok- 
erage business.  On  the  cash  receipts  side  of  the  book  are 
found  columns  for  net  cash,  exchange  and  collection,  contract 
differences,  clearing  house  margins,  interest  on  margins,  folio, 
Customers  control  account,  and  a  general  ledger  column.  On 
the  cash  disbursements  side  the  columnarization  provides  for 
the  same  details,  with  the  exception  that  there  is  no  column 
for  exchange  and  collection  or  for  interest  on  clearing  house 
margins.  Instead,  there  are  general  and  sundry  expenses 
columns. 

Balancing  the  Cash  Book 

The  cash  book  is  balanced  monthly.  The  various  columns 
are  footed  and  posted  to  the  respective  ledger  accounts  as 
follows : 

On  the  cash  receipts  side,  the  total  appearing  in  the 
customers  column  is  posted  to  the  controlling  account  in  the 
general  ledger,  it  being  assumed  that  the  cash  payments  by 
customers  have  been  credited  daily  in  the  underlying  ledger. 
The  total  of  the  contract  differences  column  represents  cash 
received  through  the  clearing  house  as  settlements  by  other 
brokers,  and  hence  is  credited  to  the  Contract  Differences 
account.  The  clearing  house  margins  column  is  posted  in 
bulk  to  the  Clearing  House  Margins  controlling  account  in 
the  general  ledger,  it  being  again  assumed  that  the  respective 
credits,  representing  released  margins,  have  been  posted  to  the 
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underlying  clearing  house  margin  ledger,  which  merely  re- 
cords the  amount  of  margin  deposited  and  released  from  day 
to  day  in  the  regular  course  of  the  month.  Interest  on  margins 
represents  earnings,  since  the  interest  is  earned  on  margins 
which  have  been  released.  The  total  of  this  column  is  posted 
to  an  account  in  the  general  ledger  called  "Interest  on 
Margins."  The  accounts  appearing  in  the  general  ledger 
column  have  already  been  posted,  making  further  comment 
unnecessary. 

The  disbursements  side  of  the  cash  book  is  treated  in 
a  similar  manner,  due  regard  being  paid  to  the  posting  of  the 
totals  in  their  respective  columns.  The  Cash  account  in  the 
general  ledger  is  charged  with  the  receipts  and  credited  with 
the  disbursements  for  the  month.  Finally,  the  balance 
appearing  in  the  cash  book  is  carried  down  and  the  operations 
for  the  next  month  are  continued  as  before. 

The  difference  between  the  amount  paid  to  the  clearing 
house  and  the  amount  received  from  it  as  shown  by  the  contract 
differences  column  should  be  reconcilable  to  the  net  sum  paid 
or  received  as  shown  by  the  brokers'  daily  clearing  house 
statements,  of  which  duplicates  are  retained  in  the  office. 


CHAPTER  XIX 

THE  ACCOUNT  SALES  REGISTER 

The  Contract  Differences  Account 

The  account  sales  register  or  analysis  journal  (Form  15) 
is  a  journal  in  both  form  and  principle.  It  records  financial 
facts,  showing  losses  or  gains  in  customers  accounts.  When 
the  customer  incurs  a  loss,  the  broker  who  is  acting  as  his 
agent  is  called  upon  to  settle  for  it  eventually.  At  this  point 
one  fact  is  certain — the  customer  must  be  charged  with  the 
loss  incurred  and  also  with  the  commission  on  the  transaction. 
The  offsetting  credit  entry  is  to  the  Contract  Differences 
account  and  represents  an  amount  due  to  the  clearing  associa- 
tion. 

If  a  customer  makes  a  profit,  his  account  is  credited.  The 
Commission  account  is  also  credited  for  the  commission.  The 
offsetting  debit  entry  is  to  the  Contract  Differences  account 
and  represents  an  amount  due  from  the  clearing  association. 

The  Street  has  possibly  adopted  a  wrong  principle  in 
accounting  in  merging  accounts  receivable  with  accounts  pay- 
able, which  shows  a  balance  figure  that  is  sadly  in  need  of 
analysis.  Examining  this  matter  more  deeply,  however,  we 
shall  find  that  this  violation  of  sound  accounting  principles 
is  not  to  be  condemned  so  severely  when  we  consider  the 
system  under  which  the  business  is  conducted.  What  may  be 
an  account  receivable,  considering  the  option  months  sepa- 
rately in  the  customers  division,  may  result  in  an  accounts 
payable  to  the  clearing  house.  The  identity  of  the  customers 
and  their  individual  profits  and  losses  is  lost  in  the  clearing 
house  books. 
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Factors  Affecting  the  Contract  Differences  Account 

Without  entering  into  the  question  of  settlement  between 
brokers,  it  may  be  stated  here  that  two  factors  of  settlement 
in  the  clearing  house  have  direct  bearing  upon  the  Contract 
Differences  account.  One  is  a  receipt  of  cash  from  brokers 
through  the  clearing  house ;  the  other  is  payment  to  the  clear- 
ing house  for  the  accounts  of  brokers.  The  former  indicates 
that  the  broker  has  a  claim  on  the  clearing  house  by  reason  of 
profits  in  the  process  of  collection.  The  latter  carries  with 
it  the  implication  that  losses  of  the  customers  are  being  liqui- 
dated through  the  machinery  of  the  clearing  house.  Moreover, 
the  Contract  Differences  account  is  charged  or  credited  with 
the  respective  profits  or  losses  incurred  or  realized  on  cus- 
tomers' transactions. 

Four  factors  thus  enter  into  the  Contract  Differences 
account:  (i)  charges  as  offset  entries  to  customers'  profits; 
(2)  losses  of  customers  indicated  by  a  credit  to  the  Contract 
Differences  account;  (3)  receipts  from  brokers  through  the 
clearing  house,  attesting  to  payment  on  account  of  customers' 
profits;  (4)  payments  to  the  clearing  house  against  losses  on 
customers'  contracts. 

The  purpose  of  conducting  a  set  of  clearing  house  records 
is  to  make  possible  the  immediate  liquidation  against  closed 
or  completed  contracts.  In  view  of  this,  no  case  can  be  con- 
ceived of  where  the  contracts  with  the  clearing  house  would 
be  settled  in  the  same  order  as  are  the  contracts  of  customers. 
Take  as  an  illustration  a  purchase  of  100  January  at  13.08 
for  the  account  of  John  Brown,  and  a  subsequent  sale  at  13.20 
for  the  same  account;  also  a  purchase  of  100  March  at  13.00 
and  a  subsequent  sale  at  12.96  for  the  account  of  L.  Smith. 
Assume,  for  convenience,  that  all  these  transactions  have  been 
made  with  Hamlin  and  Company  through  the  New  York 
Cotton  Exchange  Clearing  Association.  In  the  first  case,  the 
Contract  Differences  account  is  charged  with  $60,  represent- 
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ing  12  points'  profit  on  the  January  trade.  On  the  March  trans- 
action 4  points,  or  $20,  is  lost.  The  Contract  Differences 
account  shows  a  debit  balance  of  $40,  being  composed  of  an 
account  receivable  and  an  account  payable.  The  opera- 
tions of  the  clearing  house  books  contemplate,  at  best,  the 
receipt  of  $40,  regardless  of  the  source  of  receipt  or  of  the 
customers  with  whom  profits  and  losses  are  settled.  This 
emphasizes  the  statement  that  no  cognizance  is  given  to  the 
customers'  losses  or  gains  as  soon  as  the  transactions 
reach  the  point  of  entry  in  the  settling  records  of  the  clearing 
house. 

Arrangement  and  Operation  of  Account  Sales  Register 

The  account  sales  register  or  analysis  journal  is  entered 
from  an  account  sales  statement  rendered  to  the  customer, 
which  has  previously  been  made  up  from  the  customers  con- 
tract book. 

The  columnar  arrangement  of  this  journal,  as  shown  in 
Form  15,  is  as  follows:  the  account  sales  number;  the  date; 
customer's  name;  folio;  number  of  bales,  and  option  months 
covered  by  the  account  sale;  a  debit  and  a  credit  column  for 
entering  losses  or  gains  (always  including  the  commissions) 
of  the  customer;  a  debit  and  a  credit  column  under  the  cap- 
tion of  "Contract  Differences,"  where,  in  the  case  of  a  debit 
or  a  credit  to  the  customer,  a  corresponding  credit  or  debit, 
less  the  commission,  will  be  found;  and  finally,  a  column  for 
the  commission  earned. 

The  following  illustrations  will  serve  to  show  the  working 
of  this  journal.  Taking  the  transactions  of  John  Brown  who 
purchased  100  January  at  13.08  and  sold  at  13.20,  the  fol- 
lowing entry  appears : 

Debit  Contract  Differences $60.00 

Credit   John    Brown 35-°o 

Credit    Commission 25.00 
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Taking  the  case  of  a  loss  of  $55  by  John  Jones,  the  entry 
is  as  follows : 

Debit   John   Jones $55-OO 

Credit  Contract  Differences 30.00 

Credit    Commission 25.00 

If  a  customer  buys  100  January  at  13.05  and  sells  at  13.10 
the  entry  is  expressed  thus : 

Debit  Contract  Differences $25.00 

Credit    Commission 25.00 

In  this  case  no  entry  whatever  is  made  in  the  customers 
columns,  as  the  trade,  so  far  as  he  is  concerned,  reflects  an 
even  settlement. 

Or  assuming  a  purchase  of  100  January  to  have  been  made 
at  13.05  and  to  have  been  sold  at  13.05  for  the  same  customer, 
the  entry  appears  as  follows : 

Debit    Customer $25.00 

Credit    Commission 25.00 

No  entry  is  made  in  the  Contract  Differences  columns  for 
the  reason  that  no  accounts  receivable  or  payable  are  created 
with  the  clearing  house,  since  the  transaction  from  that  end 
is  a  flat,  or  even,  settlement. 

Recapitulation 

The  contract  analysis  journal  is  a  type  of  special  journal, 
or  a  complex  type  book  of  original  entry.  Being  columnarized, 
it  presents  the  possibility  of  allowing  controlling  accounts  in 
the  general  ledger,  as  is  done  in  actual  practice.  The  debit 
and  credit  items  resulting  from  either  losses  or  gains  of 
customers  are  posted  daily  to  the  respective  customers  accounts 
in  the  underlying  customers  ledger.  At  the  end  of  the  period, 
which  is  most  frequently  the  end  of  each  month,  a  recapitu- 
lation of  the  debits  and  credits  is  made,  and  this  summary  is 
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posted  to  the  respective  accounts  affected,  including  the  post- 
ing to  the  Customers  controlling  account. 

To  illustrate,  let  it  be  assumed  that  the  total  debits  in  the 
customers  debit  column  are  $12,610,  that  the  total  credits  in 
the  customers  credit  column  are  $9,325,  making  a  net  debit 
difference  between  the  two  columns  of  $3,285.  If  the  total 
in  the  Contract  Differences  debit  is  $11,590  and  the  total 
of  the  credits  is  $10,775,  making  a  net  debit  difference  of  $815, 
the  commission  column  must  total  up  to  a  credit  of  $4,100. 
In  recapitulating,  therefore,  the  following  summary  appears : 

RECAPITULATION 


Contract  Difference $    815.00 

Customers 3,285.00 


$4,100.00 


Commissions . 


^100.00 


|.,IOO.OO 


The  Contract  Differences  account  is  charged  in  the  general 
ledger  with  $815,  the  Customers  controlling  account  is  debited 
with  $3,285,  and  the  Commission  account  is  credited  with 
$4,100. 

The  recapitulation  of  the  account  sales  register  or  analysis 
journal  is  necessary  before  a  trial  balance  of  the  general  ledger 
can  be  taken. 

Customers   Accounts  Payable 

In  the  ordinary  sense  of  the  term  a  customer  is  looked 
upon  as  one  who  purchases,  and  is  therefore  charged.  When 
he  pays,  the  account  is  credited  and  balanced.  Vice  versa, 
a  creditor  is  looked  upon  as  a  person  from  whom  goods  are 
purchased  or  who  has  yielded  any  other  benefit.  But  in  the 
brokerage  business  it  is  quite  different.  The  customer  deposits 
margins  for  which  his  account  receives  credit.  As  no  other 
offsetting  entry  appears,  the  account  becomes  an  account  pay- 
able or  creditors  account.  Any  losses  which  may  be  subse- 
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quently  charged  to  the  account  still  keep  it  a  creditors  account, 
for  seldom  is  a  debit  balance  account  allowed  to  remain  on 
the  books.  Thus  it  follows  as  an  invariable  rule  that  the  only 
accounts  kept  with  customers  or  clients  are  accounts  payable. 
For  the  foregoing  reason,  besides  Accounts  Payable,  no  other 
controlling  account  with  customers  is  kept.  A  practice  of 
charging  all  uncollectible  debit  accounts  to  Profit  and  Loss  pre- 
vents the  possibility  of  any  accounts  receivable  appearing 
beyond  a  reasonable  length  of  time.  In  auditing,  this  rule 
should  be  remembered. 

Customers'  Statements 

Unlike  stock-brokers,  cotton  brokers  neither  charge  nor 
allow  interest  on  customers'  balances.  Each  customer  receives 
a  monthly  statement  of  his  account,  showing  the  profits  and 
losses  arising  out  of  his  transactions  during  the  month.  When 
the  account  in  the  customers  ledger  is  balanced,  a  statement 
is  rendered  to  the  customer. 

Statement  of  Open  Trades 

Besides  receiving  a  statement  of  settled  transactions,  each 
customer  receives  a  statement  of  open  or  unliquidated  trades. 
This  statement  is  made  out  in  duplicate,  thus  furnishing  a  basis 
for  the  compilation  of  the  point  balance,  which  is  explained 
in  Chapter  XXI. 

Account  Sales  Statement 

Form  1 6  shows  the  account  sales  statement  which  is  sent 
to  each  customer  as  soon  as  a  transaction  is  closed  by  either 
purchase  or  sale  against  open  commitments,  and  which  gives 
the  customer's  loss  or  gain.  It  will  be  observed  that  the  trans- 
actions are  not  carried  out  into  dollars,  but  that  only  the  differ- 
ence in  points  is  considered,  which  in  turn  is  resolved  into 
money  values. 
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Commission  Rates 

The  New  York  Cotton  Exchange  prescribes  commission 
rates  which  its  members  may  charge  customers  as  follows : 

1.  Ten  dollars  for  each  and  every  one  hundred  bales  bought 
or  sold  when  the  transaction  is  made  for  any  person  not  a 
member  of  the  Exchange,  provided  the  price  at  which  such 
transaction  is  made  is  below  13.01  cents  per  pound. 

2.  Twelve  dollars  and  fifty  cents  for  each  and  every  one 
hundred  bales  bought  or  sold  when  the  transaction  is  made 
for  any  person  not  a  member  of  the  Exchange  when  the  price 
at  which  such  transaction  is  made  is  within  a  range  of  13.01 
cents  per  pound  to  25  cents  per  pound,  inclusive. 
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3.  An  additional  two  dollars  and  fifty  cents  for  each  and 
every  one  hundred  bales  bought  or  sold  when  the  transaction 
is  made  for  any  person  not  a  member  of  the  Exchange  for 
transactions  within  each  range  of  5  cents  per  pound  above 
25  cents  per  pound. 

4.  Rates  for  members  shall  be  one-half  of  the  above  rates. 
4a.  In  addition  to  the  above  rates  of  commission  there  shall 

be  an  additional  charge  of  $2.50  for  each  and  every  100  bales 
bought  or  sold  for  non-members  residing  outside  the  United 
States  and  Canada,  and  an  additional  $1.25  for  each  and 
every  100  bales  bought  or  sold  for  members  residing  outside 
the  United  States  and  Canada. 

5.  One  dollar  for  each  and  every  hundred  bales  bought  or 
sold  by  one  member  for  another,  giving  up  his  principal  at  or 
before  the  close  of  the  Exchange  on  the  day  of  the  transac- 
tion, provided  the  price  at  which  such  transaction  is  made  is 
below  13.01  cents  per  pound.     One  dollar  and  twenty-five 
cents  for  each  and  every  hundred  bales  bought  or  sold  by 
one  member  for  another,  giving  up  his  principal  at  or  before 
the  close  of  the  Exchange  on  the  day  of  the  transaction, 
when  the  price  at  which  such  transaction  is  made  is  within  a 
range  of  13.01  cents  per  pound  to  25  cents  per  pound,  inclu- 
sive.    An  additional  twenty-five  cents  for  each  and  every 
hundred  bales  bought  or  sold  by  one  member  for  another, 
giving  up  his  principal  at  or  about  the  close  of  the  Exchange 
on  the  day  of  the  transaction,  for  transactions  within  each 
range  of  5  cents  per  pound  above  25  cents  per  pound. 


CHAPTER  XX 
COTTON  CLEARING  ASSOCIATION 

Weaknesses  of  Old  System 

In  1914  the  idea  was  conceived  of  organizing  an  institution 
separate  and  distinct  from  the  Cotton  Exchange,  which  would 
have  as  its  object  the  clearing  of  contracts  between  brokers 
resulting  from  their  daily  purchases  and  sales.  Up  to  that  time 
the  system  of  clearing  was  unsound,  in  that  severe  fluctuations 
of  market  prices  made  it  very  difficult  for  members  of  the  Ex- 
change to  arrange  their  finances  in  such  a  manner  as  to  facili- 
tate the  compulsory  margining  of  options  into  which  they  had 
entered  with  other  brokers.  The  old  system  was  so  carelessly 
arranged  as  to  place  within  the  hands  of  members  the  right  to 
decide  as  to  whether  contracts  should  be  margined  on  the  day 
of  demand  or  should  be  deferred  until  the  following  business 
day.  It  is  easy  to  see  that  where  brokers  had  contractual  rela- 
tionships which  continued  sometimes  for  a  period  of  1 1  months, 
it  was  a  matter  of  protection  for  them  to  compel  others  to  make 
good  any  price  changes. 

As  an  example  of  this,  let  it  be  assumed  that  broker  A  pur- 
chased of  broker  B  1,000  bales  of  January  cotton  at  13  cents 
per  pound.  Both  continued  in  this  relationship  of  buyer  and 
seller  until  the  contract  was  settled,  either  through  an  offset 
purchase  or  sale  at  a  subsequent  date,  or  through  the  delivery 
of  the  cotton  at  the  expiration  of  the  option.  In  the  meantime, 
however,  the  cotton  might  have  fluctuated  back  and  forth  10 
cents  per  pound.  If  cotton  sold  at  23  cents,  A  might  have  been 
anxious  concerning  the  fulfilment  of  the  contract  by  B  because 
of  the  huge  advance  from  the  contract  price  of  13  cents.  Con- 
sequently, A  would  issue  B  a  margin  call,  the  receipt  of  which 
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would  compel  B  to  deposit  with  a  trust  company  a  sufficient 
sum  to  protect  A  against  any  loss  in  the  event  of  B's  failure 
to  deliver.  Conversely,  if  cotton  sold  at  8  cents  per  pound  sub- 
sequent to  the  time  of  making  the  original  commitment,  B 
would  be  concerned  as  to  whether  A  would  be  in  a  financial 
position  to  receive  cotton  from  him  at  the  contract  price  of  13 
cents.  As  a  protective  measure,  B  would  now  issue  a  margin 
call  to  A,  and  upon  receipt  of  it  A  would  be  compelled  to  de- 
posit margin  with  a  trust  company  sufficient  to  compensate  for 
the  decline  of  5  cents  in  the  price. 

Another  weakness  of  the  old  system  was  to  be  found  in 
the  inability  to  transfer  commitments  to  other  brokers.  Revert- 
ing to  the  purchase  of  A  from  B,  it  might  have  happened  that 
A  subsequently  sold  1,000  bales  of  January  cotton  to  C.  A, 
therefore,  actually  had  no  January  cotton,  so  far  as  his  posi- 
tion was  concerned;  but  as  he  had  certain  contractual  relation- 
ships which  he  would  be  compelled  to  fulfil  with  B  and  C,  it 
would  be  very  difficult  indeed  for  A  to  assign  his  interest  in  his 
contracts  to  C  with  the  knowledge  and  consent  of  B. 

The  third  weakness  was  in  the  manner  of  payment  in  con- 
nection with  offsetting  contracts.  The  absence  of  a  responsible 
intermediary  person  or  institution  was  keenly  felt  by  all  mem- 
bers. 

These  deficiencies  gave  rise  to  the  present  clearing  associa- 
tion. Through  the  rules  formulated,  as  stated  in  Appendix  D, 
brokers  are  now  compelled  to  file  with  the  clearing  house  a 
daily  settlement  sheet,  the  detail  of  which  is  discussed  below. 

"Sign-up  Slip"  Contract 

After  the  purchases  and  sales  of  the  day  are  made,  the  con- 
tracting brokers  are  compelled  to  sign  a  written  contract.  This 
contract  or  "sign-up"  slip  contains  the  date  of  the  transaction, 
the  number  of  bales  purchased,  the  option  months,  and  the 
price.  Reference  is  made  to  the  by-laws  and  rules  of  the 
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New  York  Cotton  Exchange  governing  the  contract,  and  refer- 
ence is  also  made  to  the  United  States  Cotton  Futures  Act, 
Section  5.  Upon  completion  of  the  purchase  or  sales,  these 
contracts  are  signed  by  the  respective  parties  and  are  then  sent 
to  the  offices  of  the  brokers.  The  slips  are  used  for  completing 
the  data  in  the  brokers'  offices. 

Purchases  and  Sales  Book 

The  purchases  and  sales  book  appears  among  both  the  cus- 
tomers and  the  clearing  house  records.  While  its  most  impor- 
tant feature  is  the  record  of  purchases  or  sales  for  the  customer 
and  this  information  is  the  basis  of  entry  for  the  customers 
records,  the  same  purchases  and  sales  book  also  supplies  infor- 
mation for  clearing  house  purposes.  In  the  clearing  house 
division,  the  names  of  contracting  brokers  and  the  number  of 
bales  contracted  for  are  essentials,  the  customer's  identity  be- 
ing wholly  lost. 

Cotton  Contract  Blotter 

The  clearing  house  blotter,  or  contract  blotter  (Forms 
i/a  and  I7b)  is  written  up  from  the  purchases  and  sales  book. 
Its  arrangement  is  such  that  each  current  option  month  is  al- 
lotted a  separate  section.  There  are  commonly  found  eight 
sections,  providing  for  the  following  options :  January,  March, 
May,  July,  August,  October,  December,  and  sundry  months. 
Each  "contract"  is  entered  separately  and  the  purchase  of  1,000 
bales,  when  signed  up,  necessitates  the  making  of  ten  separate 
entries. 

Unlike  the  blotter  used  in  the  stock  brokerage  business,  the 
book  as  used  here  is  not  a  financial  record.  Its  purpose  is  to 
gather  information  for  further  use  in  preparing  the  clearing 
house  sheet.  The  sign-up  slips,  or  forms  of  contract,  bearing 
the  names  of  the  contracting  parties,  are  used  for  the  purpose 
of  making  the  blotter  record  complete.  Thus  the  ruling  of  the 
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book  must  allow  for  the  following  information:  the  number 
of  bales  listed  in  single  hundreds,  the  contracting  broker's  name, 
the  price  of  purchase  or  sale,  and  the  name  of  the  customer 
purchasing  or  selling.  With  the  blotter  thus  complete,  the 
next  step  in  the  bookkeeping  procedure  is  the  preparation  of 
the  clearing  house  sheet. 

Memorandum  of  Purchase 

The  clearing  house  provides  forms  on  which  all  transac- 
tions made  during  the  day  are  to  be  entered,  and  compels  a 
grouping  of  contracts  with  special  regard  to  option  months. 
Thus,  all  purchases  in  January,  March,  May,  July,  October, 
and  December  are  to  be  found  under  the  respective  groups. 
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Form  1 8.     (a)  Clearing  House  Memorandum  of  Purchases  (first  day) 

The  arrangement  of  this  memorandum  of  purchases  (Form 
i8a)  makes  it  possible  to  record  the  name  of  the  broker 
from  whom  the  option  has  been  purchased,  the  number  of 
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bales,  the  name  of  the  option  month,  and  the  price.  In  addi- 
tion, there  is  a  column  headed  "Settling  Price,"  which  is 
followed  by  a  debit  and  a  credit  column  for  the  purpose  of 
entering  money  values. 

Sales  Memorandum 

Under  the  same  ruling,  the  clearing  house  compels  a  classi- 
fication of  sales,  and  the  arrangement  of  the  sales  memorandum 
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Form  1 8.     (b)  Clearing  House  Memorandum  of  Sales  (first  day) 

(Form  i8b)  is  similar  to  that  of  the  purchase  memorandum, 
with  the  exception  that  the  first  column  is  headed  "To  Whom 
Sold." 

Settling  Prices 

At  the  close  of  business  each  day  authorities  of  the  asso- 
ciation declare,  through  publication,  the  price  at  which  contracts 
are  to  be  cleared  or  settled  for  that  day.  These  settling  prices 
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are  determined  by  the  bid  and  asked  quotation  of  the  day  for 
each  option. 

The  broker  who  has  purchased  1,000  bales  of  January  on 
December  28  is  compelled  to  adjust  any  money  differences  with 
the  clearing  house  on  the  sheet  of  that  particular  day,  and  these 
money  differences  are  settled  through  deposit  of  a  check  by  the 
broker,  if  the  fluctuations  are  against  him,  or  the  issuance  of  a 
draft  by  him  on  the  clearing  house,  if  the  fluctuations  are  in 
his  favor.  To  illustrate,  assume  that  the  settlement  price  for 
January  cotton  is  29.00.  The  broker  who  purchased  at  28.78 
and  28.90  cents  is  compelled  to  enter  in  the  credit  column  on 
the  purchase  sheet  the  sum  of  $800  after  applying  the  clearing 
house  price  of  January  against  the  January  purchases.  Each 
column  of  purchases  is  subtotaled.  The  broker  then  proceeds 
to  adjust  his  March  and  May  purchases  in  the  same  manner, 
and  so  on  throughout  until  he  has  applied  the  respective  settling 
prices  against  all  the  options  appearing  on  the  purchase  memo- 
randum. The  columns  are  now  grand-totaled. 

The  same  procedure  is  followed  with  the  sales  memoran- 
dum. In  this  connection  it  should  be  recalled  that  if  the 
settling  price  be  lower  than  the  selling  price  the  difference  is 
listed  in  the  credit  column,  whereas  if  the  settling  price  be 
higher  than  the  selling  price  the  difference  is  listed  in  the  debit 
column.  After  applying  the  clearing  house  price  against  all 
the  sales  for  the  day,  the  subtotals  of  the  respective  option 
months  are  grand-totaled. 

The  Clearing  House  Sheet 

The  arrangement  of  the  clearing  house  sheet  (Form  19)  is 
as  follows :  There  are  six  general  columns.  The  first  bears  the 
title  "Carried  Over  For  Tomorrow,"  and  the  caption  headings 
of  its  three  subdivisions  are  "Long,"  "Month,"  "Short."  The 
next  general  column  is  headed  "Today's  Trading,"  and  is  sub- 
divided into  three  columns  having  the  following  captions 
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"Bought,"  "Month,"  "Sold."  The  third  general  column  is 
designated  as  "Carried  Over  From  Yesterday,"  and  here  the 
subdivisions  are  captioned  "Long,"  "Month,"  "Short."  Under 
the  month  columns  provision  is  made  for  the  names  of  all 
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Form  19.     Clearing  House  Sheet  (first  day) 

option  months.  The  fourth  general  column  provides  for  the 
settling  price  and  is  so  described.  It  is  subdivided  into  two 
columns  bearing  the  titles  "Yesterday"  and  "Today."  The 
fifth  column  is  a  monetary  column  with  the  caption  "Debit," 
and  the  sixth  and  last  column  in  the  form  bears  the  title 
"Credit." 

The  first  step  in  the  preparation  of  a  clearing  house  sheet 
is  the  recording  of  the  day's  trading,  and  for  that  purpose  the 
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purchase  memorandum  and  the  sales  memorandum  are  used. 
The  totals  of  January,  March,  May,  July,  October,  and  Decem- 
ber purchases  and  sales  are  listed  in  the  first  and  third  subdivi- 
sions of  the  second  general  column.  The  grand  total  on  the 
purchase  sheet  is  also  listed  on  the  clearing  house  sheet.  The 
same  holds  true  of  the  total  sales  taken  from  the  sales  memo- 
randum. 

To  illustrate,  assume  that  there  were  no  contracts  carried 
over  from  yesterday  (December  27).  The  third  general 
column  in  the  clearing  house  sheet  need  not,  therefore,  concern 
us  for  the  time  being.  Nor  would  yesterday's  settling  price, 
called  for  in  the  fourth  division,  concern  us,  as  it  is  assumed  that 
trading  begins  today.  The  settling  price  of  "Today,"  however, 
is  inserted  in  the  subdivision  of  the  fourth  column,  for  the 
purpose  of  providing  the  basis  for  tomorrow's  application  of 
the  new  settling  price  which  will  be  issued  by  the  clearing  house. 
The  next  matter  to  consider  is  what  shall  be  stated  in  the  debit 
and  credit  columns  on  the  clearing  house  sheet.  For  this  in- 
formation, we  must  again  refer  to  the  purchases  and  sales 
memorandum.  The  grand  debit  and  credit  totals  on  the  pur- 
chases and  sales  memorandum  sheets  are  inserted  below  the 
settling  price  column  where  provision  is  made  for  listing  the 
information  called  for.  On  one  line  opposite  the  debit  column 
appears  the  statement  "Differences  on  Old  Contracts,"  and 
below  that,  the  words  "Bought  Sheet,"  which  are  followed  by 
the  words,  "Sold  Sheet."  The  grand  debit  and  credit  totals 
on  the  purchases  and  sales  memoranda  are  now  filled  in  op- 
posite the  words  "Bought  Sheet"  and  "Sold  Sheet,"  and  a 
grand  total  is  made  opposite  the  word  "Totals,"  which  appears 
below  the  heading  "Sold  Sheet."  The  difference  between  the 
debit  and  the  credit  columns  on  the  clearing  house  sheet  is  now 
taken  off  and  carried  down  below  the  "Totals"  line,  opposite 
the  word  "Net"  (debit  or  credit). 

If  the  result  is  a  net  debit,  the  broker  sends  his  check  pay- 
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able  to  the  clearing  association  for  that  amount.  If  the  result 
is  a  net  credit,  the  broker  draws  a  draft  on  the  clearing  house 
for  the  amount  called  for.  After  this  draft  has  been  approved 
by  the  manager  of  the  clearing  association,  it  becomes  bank- 
able. 

Completing  the  Sheet 

The  final  steps  in  preparing  the  first  day's  recapitulation 
with  the  clearing  house  is  to  carry  over  to  tomorrow  the  net 
commitments,  divided  into  the  respective  option  months  in 
which  the  broker  is  interested.  By  referring  to  Form  19  it  will 
be  found  that  there  must  be  carried  over  500  January,  100 
March,  and  400  May,  a  total  of  1,000  bales.  These  items  are 
entered  in  the  first  column  of  the  settling  sheet.  The  last 
step  concerns  itself  with  the  original  margin  memorandum 
appearing  at  the  bottom  of  the  recapitulation  statement.  Since 
the  broker's  net  interest  is  1,000  bales,  that  figure  is  entered  to 
the  right  of  the  words  "Net  Interest,"  and  under  the  caption 
"Margin  Required"  the  sum  of  $10,000  appears.  This  figure 
is  again  repeated  in  the  total  column.  As  no  margin  was 
previously  deposited,  we  pay  no  attention  to  the  questions  re- 
ferring to  previously  deposited  margins.  However,  opposite 
the  words -"Check  for  Deficiencies  (if  any)"  the  sum  of 
$10,000  is  entered  and  again  stated  under  the  "Total  on 
Deposit"  column.  The  sheet,  together  with  the  purchases  and 
sales  memoranda,  and  accompanied  by  a  check  or  draft  for 
contract  differences  and  a  check  for  original  margins,  is  de- 
posited with  the  association  before  12:05  A-M-  °f  the  next 
day. 

Second  Day  's  Sheet 

The  second  day's  sheet  (Form  20)  will  be  found  to  begin 
with  a  declaration  of  the  options  carried  over  from  yester- 
day, which  in  the  present  case  are  500  January,  100  March, 
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and  400  May,  a  total  of  1,000  bales.  Also,  under  the  settling 
price  column  and  in  the  subdivision  providing  for  yesterday's 
prices,  the  following  figures  appear : 

29.00  opposite  January 
28.50  opposite  March 
28.40  opposite  May 
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Form  20.     Clearing  House  Sheet  (second  day) 

Below  the  line,  and  under  the  caption  "Original  Margin 
Memorandum,"  the  figure  of  $10,000  will  be  found  opposite 
the  words  "Previously  Deposited."  This  is  classified  as  cash 
margin  since  that  was  the  form  of  the  deposit.  This  amount 
is  again  shown  in  the  same  column  in  the  space  opposite  the 
word  "Balance." 
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Let  us  assume  that  on  his  second  day  in  business  the  broker 
purchases  300  bales  of  January  at  28.40  and  that  he  sells  100 
March  at  28.00  and  400  May  at  27.90.  These  purchases  and 
sales  are  entered  on  the  memorandum  sheets  (Forms  2ia  and 
2ib)  and  the  respective  transactions  are  transferred  to  the 
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Form  21.     (a)  Clearing  House  Memorandum  of  Purchases  (second  day) 

recapitulation  sheet  in  the  same  manner  as  already  explained 
in  connection  with  the  preceding  day's  trading. 

Assume  that  the  settling  price  for  January  is  28.50;  for 
March  28.10;  and  for  May  28.00.  These  prices  are  entered  in 
the  settling  price  column  on  the  sheet  under  the  caption  "To- 
day." Assume  also  that  these  settling  prices  are  applied  respec- 
tively on  the  purchases  and  sales  memoranda,  resulting  in  a 
credit  in  the  January  group  of  $150.  Since  300  January  aggre- 
gates the  total  purchases  for  the  day,  the  credit  column  on  the 
purchase  sheet  totals  $150.  The  sales  sheet  reports  the  sale  of 
100  March  and  400  May,  and  in  the  debit  columns  opposite 
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the  March  group  a  debit  of  $50  appears,  and  opposite  the  May 
group  a  debit  of  $200,  or  a  total  of  $250  as  the  aggregate  debit. 
Hence,  in  the  debit  and  credit  columns  on  the  clearing  house 
sheet  (Form  20)  opposite  the  words  "Bought  Sheet"  and 
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Form  21.     (b)  Clearing  House  Memorandum  of  Sales  (second  day) 

"Sold  Sheet"  the  figure  of  $150  appears  in  the  credit  column 
and  the  figure  of  $250  appears  as  a  debit  opposite  the  words 
"Sold  Sheet." 

Adjustment  of  Differences 

The  next  step  is  to  adjust  the  differences  in  settling  price 
between  yesterday  and  today  on  the  contracts  carried  over 
from  yesterday.  Since  the  500  January  carried  over  from 
yesterday  were  calculated  at  29.00  and  today  at  28.50,  a  total 
loss  of  250  points,  or  $1,250,  should  appear  in  the  debit  column 
on  the  clearing  house  sheet.  Since  100  bales  of  March  were 
settled  yesterday  at  28.50  and  today  at  28.10,  a  variation  of 
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40  points,  or  $200,  should  be  recorded.  Applying  the  adjust- 
ment and  settling  prices  on  the  400  May,  a  difference  of  160 
points,  or  $800,  should  be  recorded.  As  a  result  of  these  ad- 
justments the  old  contracts  carried  over  from  yesterday  reveal 
total  differences  of  $2,250.  Adding  the  $2,250  debit  to  the 
$250  appearing  opposite  the  words  "Sold  Sheet,"  the  total  in 
the  debit  column  is  $2,500,  whereas  the  total  credit  opposite 
the  words  "Bought  Sheet"  amounts  to  $150.  The  net  difference 
between  the  debit  and  the  credit  columns  amounts  to  $2,350, 
for  which  the  broker  is  indebted  to  the  clearing  association, 
and  a  check  for  that  amount  accompanies  the  sheet.  The  con- 
cluding steps  in  the  completion  of  the  second  day's  statement 
are  concerned  with  the  carrying  over  for  tomorrow  of  open 
contracts  and  the  adjustment  of  original  margins. 

As  the  broker  carried  over  from  yesterday  500  January 
and  purchased  300  bales  additional  today,  the  total  carried  for 
tomorrow  or  on  the  third  day's  sheet  is  800  January.  The 
broker  carried  over  from  yesterday  100  March  which  have 
been  sold  today.  He  also  carried  over  400  May  which  have 
been  liquidated.  There  are  therefore  no  March  or  May  con- 
tracts to  carry  over  to  the  third  day.  Consequently,  the  total 
carried  over  to  the  third  day,  entered  under  that  caption  in 
the  clearing  house  sheet,  is  800  bales. 

The  original  margin  memorandum  must  be  made  to  show 
that  the  broker's  net  interest  is  now  only  800  bales,  which, 
calculated  at,  say,  $10  per  bale,  makes  the  margin  required 
$8,000.  This  amount  is  repeated  in  the  total  column  below. 
We  must  now  turn  back  to  the  sheet  (Form  19)  on  which  it 
is  stated  that  the  total  previously  deposited  was  $10,000. 
Since  the  broker  now  requires  $8,000,  no  check  for  any  de- 
ficiency is  necessary.  Conversely,  the  broker  will  be  able  to- 
morrow, that  is,  on  the  third  day,  to  release  $2,000  of  the 
original  margins.  The  third  day's  sheet  is  prepared  in  the 
same  manner  as  the  second  day's,  the  only  difference  being  that 
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suitable  provision  is  made  for  the  amount  of  margins  which 
have  been  released  the  third  day. 

Original  Margins 

According  to  the  rules  of  the  clearing  association  all 
brokers  are  required  to  deposit  with  that  institution  original 
margins,  the  purpose  of  which  is  to  guard  against  the  possibility 
of  insolvency  of  its  members.  It  should  be  recalled  in  this 
connection  that  under  the  old  system  margins  between  brokers 
were  not  promptly  adjusted,  because  the  amount  of  the  bank 
balance  would  sometimes  determine  whether  a  broker  would 
answer  a  margin  call  immediately  or  on  the  following  day.  It 
was  purely  a  matter  of  moral  obligation  on  the  part  of  .the 
broker. 

Under  the  new  procedure,  however,  margins  must  be  de- 
posited with  the  clearing  association  on  the  day  they  are  due. 
The  margin  checks  are  accompanied  by  instructions  to  the 
clearing  house  directing  it  to  redeposit  these  checks  with  the 
bank  or  trust  company  to  whose  order  they  are  issued.  They 
are  payable  either  to  the  broker  depositing  or  to  the  New  York 
Cotton  Exchange  Clearing  Association.  In  case  of  a  broker's 
insolvency,  the  authorities  have  the  right  to  use  the  funds  for 
the  benefit  of  his  creditors.  The  banks  or  trust  companies 
with  whom  margin  checks  are  deposited  are  designated  by  the 
New  York  Cotton  Exchange. 

While  we  are  on  the  subject  of  creditors,  it  should  be 
stated  most  emphatically  that  the  clearing  association  is  but  an 
intermediary  between  two  contracting  brokers,  whose  respective 
liabilities  are  unlimited  until  the  expiration  or  the  liquidation 
of  contracts  or  options  between  them.  The  association  assumes 
no  guarantor's  liability,  as  the  object  of  its  establishment  was  to 
furnish  a  safe  and  convenient  system  by  which  members  of 
the  Cotton  Exchange  could  conveniently  clear  their  transac- 
tions. 
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Interest  on  Margins 

On  the  deposit  of  original  margins  interest  is  allowed  by 
the  depositories  at  the  rate  of  2%  or  3%.  Banks  and  trust 
companies  compete  for  deposits  by  allowing  as  high  a  rate  as 
possible. 

Variation  Margins 

Referring  to  the  clearing  house  sheet,  or  statement  of  re- 
capitulation, it  will  be  observed  that  suitable  provision  is  made 
for  what  are  referred  to  as  "variation  margins."  Between 
the  hours  of  10  A.M.  and  3  P.M.  the  cotton  market  may  fluc- 
tuate very  erratically,  and  unless  a  rule  is  established  giving 
the  clearing  association  the  right  to  demand  funds  to  adjust 
temporarily  the  price  changes  between  brokers  during  the  day, 
great  losses  might  be  sustained  by  some  brokers  as  the  result 
of  the  insolvency  of  others.  Accordingly,  if  the  clearing  asso- 
ciation finds  that  a  broker's  sheet  represents  him  as  being  long 
of  5,000  bales  on  which  the  market  price  has  declined  i  cent 
during  the  day,  it  issues  at  once  a  variation  margin  call  to  the 
broker,  who  is  compelled  to  deposit  immediately  with  the  clear- 
ing association  a  sum  sufficient  to  offset  the  change  in  the 
price  on  his  contracts.  The  check  is  issued  to  the  order  of 
the  clearing  association  and  is  credited  on  the  clearing  house 
sheet  of  the  same  day  opposite  the  words  "Variation  Margin." 
In  the  books,  Contract  Differences  is  charged.  If  at  the  close 
of  the  market  the  prices  approach  the  previous  day's  settling 
prices,  the  broker  recovers  the  amount  of  the  variation  margin, 
minus  or  plus  any  adjustments  occasioned  through  the  applica- 
tion of  today's  settling  prices  against  open  contracts  which 
appear  on  his  recapitulation  statement.  If,  on  the  other  hand, 
the  prices  do  not  recover,  the  broker  has  merely  paid  in  advance 
to  the  clearing  house  the  amount  which  he  would  be  compelled 
to  pay  as  the  result  of  adjusting  yesterday's  and  today's  settling 
price  on  his  open  commitments. 
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Contract  Differences 

In  Chapter  XIX  reference  was  made  to  the  journalization  of 
profits  and  losses  resulting  from  closed  transactions.  The  com- 
plement, or  offsetting  account  against  these  profits  or  losses 
was  stated  to  be  Contract  Differences.  On  similar  principles 
payments  made  to  or  received  from  the  clearing  association 
as  a  result  of  clearing  house  adjustments  are  charged  or  credited 
to  the  same  Contract  Differences  account  in  the  ledger. 

The  rules  and  regulations  of  the  Cotton  Clearing  Associa- 
tion are  given  in  Appendix  D.  As  they  bear  directly  upon  the 
work  of  the  clearing  house  department,  they  should  be  studied 
carefully  in  connection  with  this  chapter. 


CHAPTER  XXI 

CONTRACT  DIFFERENCES  AND  THE  POINT 
BALANCE 

Requirements  as  to  Records 

The  records  of  the  cotton  brokerage  business  must  be  kept 
up  to  date.  This  is  even  more  necessary  in  the  cotton  business 
than  in  the  stock  business,  for  the  day's  operations  depend 
absolutely  upon  the  information  furnished  by  the  various 
accounting  media.  If  customer  X  desires  to  sell  his  longs  or 
cover  his  shorts,  recourse  must  be  had  to  X's  account  in  either 
the  customers  contract  book  or  the  customers  margin  sheets. 
In  the  course  of  a  day's  transactions  several  telegrams  from 
out-of-town  clients  are  received  in  which  orders  are  given 
to  close  out  longs  or  cover  shorts,  not  stating  in  what  options 
these  clients  are  interested.  This  illustrates  how  essential  it 
is  to  have  the  accounts  completely  written  up.  To  exercise 
a  double  check  upon  the  accuracy  of  customers'  holdings,  it 
becomes  necessary  for  the  margin  clerk  and  the  bookkeeper  to 
compare  open  contracts  of  clients  very  frequently. 

At  any  given  time  it  should  also  be  possible  for  the  clerk 
in  charge  of  the  clearing  house  department  to  prove  the  net 
interest,  long  and  short,  taken  from  his  clearing  house  books, 
with  the  net  number  of  bales,  long  and  short,  as  they  appear 
in  the  customers  records.  By  classifying  the  various  con- 
tracts into  months  the  net  interest  in  each  option  can  also  be 
determined,  upon  the  theory  that  the  same  purchases  and  sales, 
leading  up  to  the  determination  of  the  net  long  and  short,  are 
passed  through  both  divisions — customers  and  clearing  house. 
As  was  indicated,  the  clearing  house  section  concerns  itself 
with  the  settlement  with  brokers  through  the  medium  of  the 
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clearing  house,  and  the  broker's  net  interest  in  the  market 
equals  the  customers'  net  interests. 

It  is  easily  seen,  therefore,  that  there  may  be  a  wide  diver- 
gence between  the  books  of  the  two  divisions.  Suppose 
customers  X,  Y,  and  Z  purchase  in  the  aggregate  5,000  bales 
of  January  options  and  that  customers  M  and  H  sell  3,000 
bales.  The  net  interest  which  the  broker  has  in  the  market 
for  the  account  of  his  customers  is  2,000  bales  long.  Even 
if  it  be  supposed  that  all  the  contracts  traded  in  have  been 
in  the  January  option,  no  close-out  or  settlement  by  account 
sales  can  be  made  with  the  customers,  because  the  purchases 
and  sales  have  been  made  for  several  different  accounts.  Only 
where  a  client  buys  and  sells  in  the  same  option  month  can 
an  account  sales  be  rendered  to  him.  The  status  of  the 
accounts,  individually  taken,  is  such  that  long  contracts  are 
shown  for  some  customers,  while  short  contracts  of  the  same 
option  months  are  shown  for  other  customers. 

The  clearing  house  division  takes  no  cognizance  of  such 
a  condition  existing  among  customers.  As  before  stated,  its 
purpose  is  to  settle  contracts  of  the  same  month  regardless  of 
other  conditions.  The  3,000  bales  of  January  bought  and 
sold  in  the  foregoing  illustration  are  settled  through  the  clear- 
ing house  before — and  probably  long  before — the  customers 
have  liquidated  their  holdings. 

Contract  Differences  Account 

This  brings  us  again  to  the  subject  of  contract  differences. 
If  one  division  of  the  broker's  office  works  in  total  disregard 
of  the  apparently  logical  succession  of  operations  involved  in 
the  settlement  of  contracts,  then  the  results  obtained  from  the 
clearing  house  books  will  be  in  apparent  contradiction  to  those 
obtained  from  the  customers  records.  This  fact  was  empha- 
sized in  the  preceding  illustration  of  a  transaction  in  3,000 
bales  of  January,  upon  which  payment  was  either  made  or 
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received  long  in  advance  of  any  charges  or  credits  being  made 
in  customers  accounts. 

A  thorough  understanding  of  the  theory  upon  which  the 
Contract  Differences  account  operates  makes  necessary  the 
division  of  the  subject  under  two  headings : 

1.  Treatment  of  the   customers'   transactions   as   open 

contracts  and  liquidated  contracts. 

2.  Treatment  of  the  same  transactions  with  the  clearing 

house. 

Transactions  which  are  settled  for  customers,  representing 
purchase  and  sale,  create  either  a  debit  or  a  credit  to  Contract 
Differences,  as  explained  in  Chapter  XIX.  A  debit  to  that 
account  signifies  that  the  clearing  house  owes  a  sum  which 
equals  the  gross  profit  of  the  customer  on  a  given  transaction. 
A  credit  to  the  Contract  Differences  account  evidences  the 
liability  of  the  broker  to  the  clearing  house  on  account  of  his 
customers'  losses.  Excluding  all  other  factors  at  this  point, 
the  difference — the  Contract  Differences  account — shows  the 
sum  owing  to  or  by  the  clearing  house.  Of  course,  it  is  pre- 
supposed that  all  customers'  holdings,  long  and  short,  have 
been  closed.  If  such  be  the  case,  then  the  immediate  relation 
between  the  customers  books  and  the  clearing  house  books 
is  not  so  greatly  strained. 

This,  however,  is  seldom  the  case.  The  broker  is  an  agent. 
As  such  he  is  called  upon  to  settle  with  the  clearing  house  on 
account  of  his  customers'  losses  and  collect  from  it  on  account 
of  their  profits;  and  unless  the  clearing  house  division  is  able 
to  pay  or  collect  on  the  contracts  in  question  with  equal 
rapidity,  the  results  shown  by  the  customers  books  and  the 
clearing  house  books  may  be  widely  different. 

In  the  case  of  a  loss,  the  Contract  Differences  account 
shows  the  corresponding  liability  to  the  clearing  house.  For 
instance,  if  the  total  loss  is  $800,  a  payment  of  cash  to  the 
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clearing  house  offsets  the  Contract  Differences  account  by  a 
debit  to  it  and  a  credit  to  cash.  This  simple  hypothetical  illus- 
tration shows  one  phase  of  the  Contract  Differences  account. 
As  soon,  however,  as  actual  practice  is  considered,  the 
Contract  Differences  account  assumes  a  very  different  aspect. 
For  instance,  the  contracts  from  the  clearing  house  end  might 
create  charges  or  credits  long  before  the  contracts  were  settled 
in  the  customers  accounts.  It  may  be  said  that  if  all  con- 
tracts were  closed  with  the  clearing  house  and  with  customers, 
let  us  say  at  a  time  of  dissolution,  the  net  losses  or  the  net 
profits  on  customers  contracts  would  equal  the  amount  of  cash 
paid  to  or  received  from  the  clearing  house. 

Point  Balance 

How,  then,  is  it  possible  at  any  other  time  to  prove  the  cor- 
rectness of  the  Contract  Differences  account?  How  is  it 
possible  to  prove  the  accuracy  of  the  debit,  representing  an 
asset,  or  the  credit,  representing  a  liability? 

The  answers  to  the  foregoing  questions  require  a  discussion 
of  the  "point  balance"  method  of  reconciling  the  Contract 
Differences  account. 

The  closed  contracts  of  customers  and  settled  contracts 
in  the  clearing  house  give  rise  to  charges  and  credits  in  the 
Contract  Differences  account.  The  open  contracts  of  custom- 
ers and  unsettled  contracts  in  the  clearing  house  will,  when 
finally  liquidated,  create  further  charges  and  credits  to  the 
account  in  question.  But  meanwhile  it  becomes  necessary  to 
reconcile  the  Contract  Differences  account,  because  only  by 
means  of  it  is  a  control  of  the  clearing  house  books  possible. 

The  assumption  that  this  question  is  one  for  the  auditor 
to  answer  is  erroneous,  because  a  constant  check  upon  the 
clearing  house  books  is  essential  to  assure  accuracy  in  the 
operation  of  the  business.  For  this  reason  a  point  balance 
is  taken  at  the  close  of  each  month  or  sooner,  to  prove  the 
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balance  in  the  Contract  Differences  account.  The  process  of 
taking  a  point  balance  can  best  be  explained  by  a  concrete 
example  such  as  is  found  in  actual  practice.  We  shall  there- 
fore follow  a  series  of  items  through  the  customers'  division, 
and  through  the  clearing  house  division  as  well.  On  January 
22,  the  following  purchases  were  made  for  a  client : 

200  March  at  30.60 
300  "  "  30.70 
500  "  "  30.75 

On  the  same  day  the  following  purchases  were  made  for 
other  clients : 

200  July        at  30.50 
300  October   "  30.32 

On  January  26,  the  customer  who  purchased  1,000  March 
sold: 

400  March  at  30.82 
100  "  "  30.81 

leaving  a  balance  long  of  500  March  at  30.75. 

On  January  28,  500  July  were  sold  at  30.31,  representing 
a  short  sale  on  the  part  of  another  client. 

On  January  30,  500  December  were  sold  short  at  30.20. 

From  the  customers'  standpoint  the  only  transactions 
which  were  closed  by  an  account  sales  were  the  200  March 
at  30.60  and  300  March  at  30.70,  against  the  sale  of  400  at 
30.82  and  loo  at  30.81.  The  gross  profit  to  the  customer 
was  79  points,  or  $395.  Consequently  the  Contract  Differ- 
ences account  was  charged  with  a  like  sum,  the  customer  being 
credited  with  $245  and  the  Commission  account  with  $150. 
We  are  primarily  concerned  with  the  charge  to  the  Contract 
Differences  account,  for  it  is  this  account  which  is  to  be 
treated  in  relation  to  the  point  balance,  the  other  factors,  such 
as  commission  and  customers  charges  or  credits,  having  no 
bearing  on  the  question  at  present. 
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The  only  charge  thus  far  in  the  Contract  Differences  ac- 
count is  $395.  The  operations  which  took  place  in  the  clear- 
ing house  division  were  very  different  in  nature.  Because  of 
the  complex  nature  of  the  clearing  house  adjustments  on  the 
dates  of  January  22  to  January  30  inclusive,  we  will  take 
again  the  purchases  and  sales  and  apply  to  them  the  settling 
prices  as  of  January  30.  We  must  also  take  the  debits  and 
credits  in  the  Contract  Differences  account  arising  out  of 
payments  to  or  receipts  from  the  clearing  house  on  account 
of  the  clearing  house  price  adjustments  from  day  to  day.  On 
January  22,  the  clearing  house  sheet  showed  1,000  March, 
200  July,  and  300  October  purchased.  After  applying  the 
settling  price  for  March  that  day,  which,  let  us  say,  was  30.50, 
for  July  30.10,  and  for  October  30.00,  the  payment  made  to 
the  clearing  house  on  account  of  price  adjustments  amounted 
to  $1,905,  for  which  a  check  was  sent  to  the  association.  This 
entailed  the  making  of  a  cash  book  entry,  charging  Contract 
Differences  with  $1,905  and  crediting  cash  with  a  like  sum. 
Assume  for  the  sake  of  illustration  that  a  holiday  intervened 
between  January  22  and  January  26.  According  to  the  pur- 
chases and  sales  book,  sales  were  made  through  the  clearing 
association  of  400  March  at  30.82  and  100  March  at  30.81, 
which  reduced  the  March  position  in  the  clearing  house  by  500 
bales,  thus  making  the  broker  long  with  the  clearing  house 
of  500  March,  200  July,  and  300  October  as  of  January  26. 
We  again  proceed  in  applying  the  settling  prices  as  of  January 
26  against  open  contracts  carried  over  from  January  22.  On 
this  day  the  settling  prices  were : 

March  at  30.90 
July  "  30.40 
October  "  30.30 

After  going  through  the  process  of  preparing  the  clearing 
house  sheet  of  January  26,  the  adjustments  in  settling  prices 
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resulted  in  a  receipt  from  the  clearing  house  of  $2,545,  which 
occasioned  the  making  of  the  following  cash  book  entry : 
debit  cash  $2,545,  credit  Contract  Differences  account 
$2,545. 

On  January  28,  500  July  were  sold  at  30.31.  On  the  sheet 
for  that  day  the  settling  prices  were  as  follows : 

March  at  31.00 
July  "  30.50 
October  "  30.40 

After  adjusting  the  price  changes,  the  net  result  revealed  a 
further  receipt  from  the  clearing  house  of  $25,  which  made 
necessary  the  following  cash  book  entry :  charge  cash 
$25 ;  credit  Contract  Differences  account  $25. 

As  of  January  28  the  following  contracts  were  "long"  in 
the  clearing  house : 

500  March,     settling  price  31.00 
300  October,  "       30.40 

The  following  was  "short"  in  the  clearing  house : 
300  July,         settling  price  30.50 

On  January  30,  500  December  were  sold  at  30.20.  The 
settling  price  on  December  was  30.20,  whereas  the  other 
settling  prices  remained  the  same  as  of  January  28.  As  a 
result  of  this  condition,  no  payments  to  or  receipts  from  the 
clearing  house  were  necessary. 

To  recapitulate,  the  clearing  house  books  showed : 

500  March,       long,  settling    price  31.00 

300  October,  "      30.40 

300  July,           short,  "       30.50 

500  December,      "  "      30.20 

The  open  commitments  for  customers  were : 

500  March,        long    at  30.75 
200  July,  "        "  30.50 
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300  October,      long    at  30.32 
500  July,  short     "  30.31 

500  December,      "        "  30.31 

The  Contract  Differences  account  (Form  22)  appeared 
with  the  following  debits  and  credits :  a  debit  of  $395  as  a 
result  of  the  closed  transactions  of  customers;  a  debit  of 
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Form  22.     Contract  Differences  Account 

$1,905  as  a  result  of  a  payment  to  the  clearing  association; 
and  credits  of  $2,545  and  $25  as  a  result  of  receipts  from  the 
clearing  house.  As  the  total  debits  were  $2,300  and  the  total 
credits  $2,570,  there  was  a  net  credit  in  the  Contract  Differ- 
ences account  of  $270,  to  verify  which  is  our  next  task. 

Proof  of  Contract  Differences  Account 

Assume  that  the  last  of  the  month  has  arrived,  that  we 
set  about  to  prove  by  means  of  the  point-balance  system,  that 
the  credit  balance  of  $270  is  correct.  The  procedure  is  as 
follows : 

i.  As  all  contracts  are  reducible  to  points,  we  proceed  to 
extend  all  open  contracts  of  customers  in  this  manner.  Thus,  on 


222 


COTTON  BROKERAGE 


the  purchase  side  of  the  Customers  Open  Trades  the  points 
representing  the  open  contracts  are  determined  in  the  follow- 
ing manner  : 

500  March    at  30.75  equals  15,375  points 
200  July          "  30.50        "      6,100        " 
300  October   "  30.32        "      9,096        " 


Total 30,571 

2.  On  the  sales  side,  the  points  are  found,  thus : 

5t»o  July  at  30.31  equals  15,155  points 

500  December   "  30.20      "       15,100      " 


Total 30,255      " 

3.  Deduct  the  lesser  number  of  points  from  the  greater  and 
we  have:  30,571  minus  30,255  equals  316  points  debit. 

4.  Construct    a    "dummy"    ledger    account    (Form    23) 
called  "Contracts  Differences,"  and  apply  this  debit  of  316 


C,.H 


lL5o 


3/4  @  f£?2 


I  &o 


IJfo 


Form  23.     Dummy  Ledger  Account  and  Contract  Differences  Account 

points  to  the  credit  side  of  the  dummy.     Resolved  into  terms 
of  money,  this  is  equivalent  to  $1,580. 
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5.  This  step  deals  with  the  working  up  of  the  figures  of 
the  clearing  house  division.  On  the  purchase  side,  the  clear- 
ing house  sheet  as  of  January  30  contains  the  following  open 
contracts  at  the  settling  price  of  that  day.  On  the  long  side 
the  sheet  reveals  as  open  contracts  carried  with  the  associa- 
tion and  which  must  be  reduced  to  points  : 

500  March         at  31.00  equals  15,500  points 
300  October       "  30.40      "        9,120      " 


Total 24,620      " 

6.  The  short  contracts  carried  with  the  clearing  house  are : 

300  July  at  30.50  equals    9,150  points 

500  December   "  30.20      "       15,100      " 


Total 24,250      " 

7.  Deduct  the  lesser  number  of  points  from  the  greater, 
thus:  24,620  minus  24,250  equals  370  points  debit,  which 
reduced  to  terms  of  money,  equals  $1,850. 

8.  Apply  this  $1,850  to  the  debit  side  of  the  Contract 
Differences  "dummy."    This  account  now  contains  a  debit  of 
$1,850  and  a  credit  of  $1,580,  or  a  debit  balance  of  $270,  the 
amount   sufficient   to  liquidate   the   liability  in  the   Contract 
Differences  account.     This  balance  verifies  all  open  commit- 
ments with  the  clearing  house  division  and  in  the  customers 
accounts,  both  as  to  quantity  and  prices.     It  also  proves  the 
correctness  of  the  work  for  the  month  in  so  far  as  the  accuracy 
of  debits  and  credits  to  customers  in  connection  with  their 
closed  transactions  is  concerned,  and  also  proves  that  pay- 
ments made  to  or  received  from  the  clearing  house  were  cor- 
rect. 

Theory  of  the  Point  Balance 

It  was  stated  before,  as  a  general  proposition,  that  the 
Contract  Differences  account  was  only  a  temporary  or  clearing 
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account  which  existed  on  the  broker's  books  either  as  an 
asset  or  as  a  liability,  depending  entirely  upon  the  outcome  of 
customers  closed  commitments  and  of  the  advance  payments 
to  the  clearing  house  or  receipts  from  the  clearing  house.  It 
was  further  stated  that  if  all  transactions  were  liquidated 
the  Contract  Differences  account  would  cease  to  exist,  as  on  the 
one  hand  it  would  contain  a  history  of  the  losses  of  customers 
offset  by  payments  to  the  clearing  association,  and  on  the 
other  hand  it  would  contain  the  profits  of  the  customers 
offset  by  receipts  of  cash  from  the  clearing  house.  Referring 
to  the  dummy  account,  it  will  be  found  that  if  the  debit  of 
$270  is  applied  to  the  real  Contract  Differences  account  a 
liquidated  condition  will  be  shown. 

The  proof  of  the  point  balance,  therefore,  is  simple  enough 
to  comprehend  if  we  proceed  upon  the  theory  that  when 
open  contracts  of  customers  are  closed  at  prices  equal  to  the 
last  clearing  association  settling  prices,  and  the  liquidation 
of  open  contracts  in  the  clearing  house,  long  or  short,  is 
made  on  the  basis  of  these  last  settling  prices,  contract  differ- 
ences cease  to  exist. 


CHAPTER  XXII 

SETTLEMENT  BY  DELIVERY  OF  COTTON 

Typical  Transactions 

The  typical  transactions  of  a  cotton  brokerage  business 
most  frequently  encountered  are : 

1.  Direct  purchases 

2.  Direct  sales 

3.  Hedging 

4.  Speculation 

5.  Straddles 

1.  Direct  Purchases.     Direct  purchases  by  mills  and  spot 
merchants  presuppose  that  the  delivery  of  and  payment  for 
actual   cotton   are  made   in   satisfaction   of   previously   held 
options. 

Mill  operators  seldom  enter  the  futures  market  for  the 
purpose  of  demanding  actual  delivery  on  contract,  since  they 
are  able  to  satisfy  all  their  needs  by  purchases  in  the  spot 
market.  However,  the  spot  markets  may  be  demoralized, 
and  the  operators  then  resort  to  the  futures  market. 

The  spot  merchant,  on  the  other  hand,  uses  the  futures 
market  for  most  of  his  business.  He  sells  to  the  mill  and 
immediately  buys  that  option  month  in  which  he  is  expected 
to  make  delivery  to  the  mill.  Before  the  option  becomes  due, 
he  may  buy  the  cotton  in  the  spot  market  and  sell  his  futures. 
With  the  spots  so  purchased,  he  can  then  fill  his  mill  contracts. 

2.  Direct  Sales.     Direct  sales  by  the  planter  contemplate 
the  actual  shipment  of  cotton  and  immediate  payment  by  the 
purchaser.     Suppose  a  cotton  grower  sells  his  cotton  on  a 
New  York  contract.    After  the  samples  are  classified,  the  cot- 
ton is  sent  on  to  a  licensed  warehouse,  weighed,  and  com- 
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pared  with  the  sample.  The  buyer  comes  into  possession  of 
the  warehouse  receipts  and  makes  payment  to  the  planter 
or  his  Cotton  Exchange  representative.  This  subject  is 
treated  more  fully  later  in  the  chapter  in  connection  with 
spot  market  transactions. 

3.  Hedging.      The   hedging  method   of   trading  may   be 
used   by   planter,    spot   merchant,   mill,    or   speculator.      The 
planter  seeks  to  protect  himself   against  damages   resulting 
from   his   inability  to  make   delivery   against   his   sale,   such 
inability  possibly  being  caused  by  a  failing  crop.     Again,  he 
may  have  sold  his  product  at  a  stated  price,  long  before  the 
cotton  was  in  actual  existence.     Then,  when  his  crop  is  real- 
ized, if  there  is  a  small  supply  throughout  the  country,  the 
price  of  cotton  may  have  risen  100  points.    In  that  case,  unless 
the  planter  has  purchased  futures  against  his  contracted  sale 
and  thus  protected  himself,  he  will  have  lost  to  the  extent  of 
this  price  advance. 

The  spot  merchant,  as  already  stated,  uses  the  hedging 
plan  much  in  the  same  manner  as  does  the  planter.  The  spec- 
ulator and  the  mill  hedge  in  order  to  escape  additional  loss 
on  long  contracts  in  a  declining  market  and  on  short  commit- 
ments in  a  rising  market. 

4.  Speculation.    Many  traders  make  a  close  study  of  crop 
conditions  and  then  speculate  in  futures  on  the  basis  of  the 
information  they  acquire.     Speculation  in  cotton  futures  is 
as  prevalent  as  speculation  in  stocks.     However,  more  factors 
enter  into  the  price-making  of  cotton  and  other  commodities 
than  of  stocks.     Security  values  for  the  most  part  rise  and 
fall  on  the  basis  of  strength  or  weakness  in  earnings.     The 
commodity  markets,  on  the  other  hand,  are  so  sensitive  to 
financial,  economic,  and  general  commercial  conditions  that 
a  close  study  of  all  these  conditions  is  essential  to  understand- 
ing or  operating  successfully  in  the  futures  market.    A  study 
of  price-making  involves   so  many  technicalities  and   is   so 
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broad  that  the  subject  of  speculation  cannot  be  treated  in 
detail  here. 

5.  Straddles.  Another  method  of  trading  is  known  as 
the  "straddle."  Invariably  all  contracts  approaching  the 
day  of  expiration  sell  either  at  a  premium  over  other  months 
or  at  a  discount.  Where  the  demand  for  immediate  use  is 
very  large,  the  cotton  which  is  most  quickly  deliverable  will 
command  the  highest  price,  and  as  between  March  and  May, 
March,  which  is  the  first  expiring  month,  may  sell  at  a  premium 
over  May.  If  the  supply  is  extremely  large,  March  contracts 
may  sell  below  the  price  for  May.  For  example,  the  opera- 
tor who  makes  a  study  of  supply  and  demand  conditions  may 
purchase  500  March  at  30  cents  and  sell  500  May  at  29.82 
cents.  This  trade  is  made  at  a  difference  of  18  points  be- 
tween March  and  May.  As  the  due  date  arrives  for  March 
delivery,  the  demand  may  be  small  and  the  price  may  drop 
so  that  the  difference  between  the  two  months  is  65  points. 
If  now  the  500  March  are  sold  and  the  500  May  are  bought 
in,  a  gross  profit  of  $1,175  will  be  made.  A  transaction  of 
this  sort  is  known  as  a  "straddle." 

Notice  of  Delivery 

All  purchases,  whether  they  are  direct,  hedged,  or  strad- 
dled, are  passed  through  the  books  in  the  customary  way. 
When  the  option  month  in  which  the  contract  has  been  made 
nears  the  point  of  expiration,  the  direct  purchasers,  such  as 
the  mill  and  the  spot  merchant,  want  the  actual  receipt  of 
the  commodity.  The  hedger  and  the  straddler  make  known 
their  intentions  to  their  brokers  before  the  latter  receive  a 
Notice  of  Delivery  which  reads  to  the  effect  that  the  person 
issuing  the  notice  is  ready  and  willing  to  deliver  the  number 
of  bales  of  cotton  called  for  by  the  contract. 

Considering  the  first  class  of  customers — the  mill  and 
the  spot  merchant — the  notice,  when  issued  to  the  buyer,  is 
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"stopped."  This  means  that  the  person  "stopping"  the  notice 
thereby  signifies  his  intention  to  receive  the  cotton  at  the 
price  which  is  set  by  the  Exchange  to  operate  as  the  notice 
price.  The  issuing  broker,  according  to  the  tenor  of  the  no- 
tice, indicates  his  intention  to  deliver  to  the  person  who  "stops" 
the  notice. 

Clearing  Association  as  Intermediary 

As  all  contracts  entered  into  on  the  New  York  Cotton 
Exchange  are  cleared  by  the  association,  the  subject  of  issuing 
notices  for  the  delivery  of  cotton  becomes  somewhat  compli- 
cated. It  should  be  remembered  that  contracts  for  the  sale 
of  cotton  are  offset  by  contracts  for  the  purchase  of  cotton. 
If  the  clearing  house  sheets  of  the  respective  members  are 
recapitulated,  it  will  be  found  that  for  every  sale  there  is  a 
purchase — for  every  long  there  is  a  corresponding  short. 
Consequently,  it  may  be  that  brokers  who  are  "short"  through 
the  clearing  house  will  be  delegated  by  their  customers  to 
deliver  the  actual  cotton  in  satisfaction  of  the  sale.  Con- 
versely, those  who  are  "long"  may  be  instructed  by  their 
customers  to  receive  the  cotton  against  the  purchase.  Upon 
the  day  of  delivery,  the  broker  desirous  of  delivering  cotton 
issues  a  notice  to  the  clearing  house,  which  in  turn  directs  the 
notice  to  be  delivered  to  a  broker  long  of  a  similar  quantity  of 
the  same  option.  If  the  latter  broker  has  been  instructed  not 
to  receive  the  actual  cotton,  he  at  once  gives  orders  for  the 
sale  of  the  customer's  holdings.  The  sale  is  made  to  a  third 
broker,  who  immediately  receives  the  notice  from  the  second 
broker.  This  process  is  repeated  until  finally  a  broker  is  found 
who  has  orders  from  his  customer  to  receive  actual  cotton. 
The  notice  then  stops  circulating.  The  last-named  partv 
eventually  receives  a  warehouse  certificate  upon  payment  of 
the  amount  involved.  This  payment  consummates  the  trans- 
action. 
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Adjustment  Between  Purchase  and  Notice  Prices 

As  before  stated,  the  Exchange  sets  a  price  at  which  cotton 
shall  be  delivered  upon  notice.  This  delivery  price  may  be 
at  variance  with  the  purchase  price  in  the  customer's  account. 
If  we  assume  that  this  notice  price  is  31  cents,  the  question 
arises  as  to  how  the  difference  between  the  purchase  price  and 
the  notice  price  is  adjusted.  In  the  foregoing  example,  let  us 
assume  that  100  January  were  purchased  through  Adams, 
Burns  and  Conant  at  30.10  cents,  which,  reduced  to  dollars, 
is  equivalent  to  $15,050.  In  their  account  with  the  clearing 
association  the  purchase  price  appeared  as  30.10  cents.  After 
the  notice  was  delivered  to  Adams,  Burns  and  Conant,  an 
offset  was  made  in  the  account  to  show  the  delivery  through 
the  clearing  house.  While  Adams,  Burns  and  Conant,  the 
direct  purchasers,  were  called  upon  to  pay  $15,500,  instead 
of  $15,050,  they  received  the  difference  of  $450  from  the 
broker  with  whom  the  original  commitment  was  made  through 
the  clearing  house.  That  is,  Adams,  Burns  and  Conant  re- 
ceived a  draft  from  the  clearing  house  for  the  difference 
between  the  last  clearing  house  settling  price  for  January  and 
the  notice  price.  But  between  the  time  of  stopping  the  notice 
and  of  receiving  the  warehouse  receipt  other  items  entered  into 
this  spot  transaction,  such  as  storage,  insurance,  labor,  and 
sometimes  freight  charges.  All  these  incidental  expenses  were 
charged  to  the  customer. 

Sales  for  Actual  Delivery 

Let  us  now  consider  how  a  sale  for  actual  delivery  is 
handled.  Suppose  a  planter  wishes  to  sell  his  output.  In 
accordance  with  the  grading  rules  of  the  Cotton  Exchange 
and  the  Department  of  Agriculture  of  the  United  States,  he 
can  sell  only  a  classified  standard  grade  of  cotton.  Assum- 
ing that  his  product  comes  within  the  classification,  he  sells 
through  some  broker  in  New  York  or  New  Orleans.  Upon 
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the  first  notice  day,  the  broker  issues  a  "notice."  According 
to  the  rules,  he  must  deliver  the  number  of  bales  called  for. 
Each  notice  is  issued  for  the  delivery  of  100  bales.  The  cotton 
is  subsequently  shipped,  inspected,  and  graded.  If  it  comes 
within  the  prescribed  classification,  the  contract  is  settled  by 

payment  as  heretofore  described. 

i 

Expiration  of  Options 

Turning  for  a  moment  to  hedged,  straddled,  and  long  trans- 
actions, we  find  that  customers  who  are  carrying  the  long 
side  of  an  option  approaching  expiration  invariably  sell  as 
soon  as  the  notice  is  tendered.  The  broker  to  whom  the 
contracts  are  sold  is  the  person  to  whom  the  notice  is  im- 
mediately transferred  through  the  medium  of  the  clearing 
association  and  the  deal  is  consummated. 

Customers  who  are  short  of  an  option  the  expiration  of 
which  is  nearly  due  usually  "cover"  or  buy  in  the  shortage  in 
order  to  escape  the  liability  of  actual  delivery.  On  long  con- 
tracts the  options  must  be  disposed  of  as  soon  as  the  notice  is 
tendered.  On  short  contracts,  however,  the  seller  may  remain 
short  of  his  contract  until  the  last  notice  day.  There  are  several 
notice  days  during  the  current  month.  Transactions  are 
usually  carried  on  up  to  12  o'clock  noon  of  the  last  day  of  the 
month,  Sundays  excepted.  Ten  minutes  is  the  time  allowed 
for  the  transferring  of  such  last-day  notices.  This  is  techni- 
cally known  as  a  "short  notice." 

Broker's  Net  Interest 

A  condition  might  exist  where  one  customer  is  long  and 
another  short  of  the  same  option  month.  From  the  broker's 
point  of  view  he  may  have  no  contracts  in  the  clearing  associa- 
tion, i.e.,  his  net  interest  is  nil.  However,  from  the  cus- 
tomer's standpoint,  one  would  still  be  long  and  the  other 
short  of  the  month  in  question,  but  unless  actual  receipt  and 
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delivery  is  intended,  one  customer  will  be  compelled  to  buy 
in  against  his  short  and  the  other  to  sell  his  long  on  or  before 
the  last  notice  day.  If  the  "short"  customer  covers  before  this 
time,  the  receipt  of  a  notice  of  delivery  will  compel  the  sale 
of  the  long  contract  immediately. 

Branch  Offices 

The  vast  majority  of  cotton  brokerage  concerns  main- 
tain branch  offices  throughout  the  South.  This  is  done  in 
order  to  obtain  advices  concerning  crop  conditions  and  to 
procure  southern  business. 

Solicitors 

According  to  the  rules  of  the  Exchange,  no  member  con- 
cern may  enter  into  a  contract  of  employment  between  itself 
and  solicitors  for  a  period  of  less  than  one  year.  In  most 
cases  the  renewal  of  such  contracts  depends  upon  the  amount 
of  business  produced  by  the  solicitors. 

In  order  to  keep  account  of  the  amount  of  business  brought 
in  by  the  solicitors  a  production  record  is  employed.  This 
record  gives  the  number  of  bales  during  a  day,  week,  month, 
and  year,  and  the  commissions  resulting  from  the  business 
secured  by  the  solicitors.  Opposed  to  the  production  figures 
are  the  factors  of  expense,  including  solicitors'  salaries,  travel- 
ing expenses,  and  rent  for  branch  offices.  Deducting  the 
total  expenses  of  a  solicitor  from  his  production  figures  gives 
the  margin  of  profit  for  that  solicitor.  The  commissions 
are  figured  for  each  100  bales. 

Each  day's  record  of  purchases  and  sales  is  analyzed  for 
the  purpose  of  allocating  the  respective  units  in  the  proper 
solicitors  columns.  The  production  record  contains  also  a 
record  of  the  business  resulting  from  the  "local"  activities  of 
partners.  Thus  a  complete  report  of  the  broker's  volume  of 
business  is  herein  contained. 
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Floor  Brokerage  Business 

Many  Exchange  members  make  a  practice  of  executing 
orders  for  other  brokers  at  a  nominal  charge  for  each  100 
bales  bought  or  sold.  At  the  end  of  each  month  a  bill  is 
rendered  which,  when  paid,  is  credited  to  an  account  known 
as  "Floor  Commissions  Received." 

Clearances 

When  a  broker  has  bought  and  sold  an  option  for  his 
personal  account  and  does  not  desire  to  carry  the  contracts 
until  settled,  he  may  ask  another  concern  to  clear  for  him. 
Clearances  can  be  compared  to  the  ordinary  purchase  and  sale 
for  the  account  of  a  customer.  The  commission  charged  on 
such  transactions  varies  with  the  market  prices.  The  usual 
account  sales  is  rendered,  and  the  commission  is  credited  in 
the  regular  way.  At  the  end  of  the  month,  however,  such  items 
are  segregated  by  means  of  a  summary  and  credited  to  an 
account  known  as  "Clearance  Commissions." 

Carrying  Transactions 

Another  source  of  income  in  the  cotton  brokerage  busi- 
ness is  derived  through  the  carrying  of  transactions  for  other 
members  of  the  Exchange.  A  number  of  the  brokers 
speculate  in  the  market  for  their  own  account.  They  seldom 
carry  their  own  contracts,  usually  asking  some  other  concern 
to  carry  their  commitments.  When  these  accounts  are  sub- 
sequently closed,  one-half  the  usual  commission  is  charged 
by  the  carrying  broker  on  both  the  purchase  and  the  sale. 
Here,  again,  an  account  sales  is  rendered  and  the  brokerage 
earned  is  credited  to  the  Commission  account. 

Half-Commission  Brokerage 

Many  of  the  member  firms  neither  clear  nor  carry  the 
commitments  of  their  customers.  There  are  various  reasons 
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for  this.  It  is  sometimes  due  to  the  fact  that  there  is  a  re- 
luctance to  tie  up  money  unnecessarily  in  clearing  house 
margins  on  which  only  a  comparatively  small  rate  of  interest 
is  received  from  the  banking  institutions  in  which  the  margins 
are  deposited. 

In  such  cases,  by  arrangement  with  another  concern,  the 
first  concern  can  conduct  its  business  on  a  half -commission 
basis.  If,  for  example,  the  charge  to  the  customer  is  $30 
for  the  purchase  and  sale  of  a  contract,  the  brokerage  concern 
is  only  charged  $15  by  the  carrying  house  for  every  100 
bales  bought  and  sold,  that  is,  $7.50  on  the  purchase  and  a 
like  amount  on  the  sale. 

Under  such  circumstances  no  clearing  house  records  are 
kept  by  the  half -commission  broker,  for  the  need  for  such 
records  is  never  present.  Nor  is  there  any  necessity  for  his 
keeping  a  Contract  Differences  account,  as  this  phase  of  the 
business  is  the  problem  of  the  "carrying"  house.  For  exam- 
ple, customer  A,  whose  broker  is  operating  on  the  half -com- 
mission basis,  buys  100  January  at  30.10  cents  and  sells  100 
January  at  29.90  cents,  thereby  losing  20  points,  or  $100. 
Adding  the  commission  of  $30,  his  total  loss  is  $130.  A's 
broker  instructs  the  carrying  house  to  apply  or  close  out  100 
January  bought  at  30.10  cents  against  the  sale  at  29.90  cents. 
As  far  as  contract  differences  are  concerned,  there  are  none 
on  the  books  of  A's  broker.  However,  assuming  for  the 
moment  that  such  an  account  is  in  operation,  then  the  credit  to 
the  account  is  $100,  but  the  amount  is  immediately  offset  by 
a  charge  to  it  and  a  credit  to  the  carrying  broker. 

The  question  may  properly  be  asked :  How  is  the  entry 
made  on  the  books  of  A's  broker?  It  is  made  through  the 
medium  of  the  general  journal,  as  follows : 

Debit  Customer  A  $130.00 

Credit  Carrying  Broker  115.00 

Credit   Commission    15.00 
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An  account  sales  is  rendered  to  the  customer,  but  it  acts 
only  as  material  for  the  journal  entry.  As  may  be  inferred,  no 
analysis  journal  is  necessary  for  such  transactions. 

Technicalities  of  the  Spot  Market 

In  discussing  cotton  brokerage  accounting  from  the  stand- 
point of  the  futures  market  we  have  seen  that  for  the  most 
part  settlement  among  the  brokers  is  made  by  means  of  the 
"differences"  system.  That  is,  the  actual  receipt  and  de- 
livery in  satisfaction  of  the  options  bought  and  sold  are 
seldom  availed  of,  but  in  most  cases  contracts  are  closed  by 
means  of  clearing  house  settlements  long  before  these  con- 
tracts expire.  To  such  an  extent  is  this  carried  as  to  create 
the  erroneous  impression  that  speculation  alone  is  the  motive 
prompting  such  transactions. 

Although  in  spot  market  transactions  very  little  actual 
accounting  is  required  as  compared  with  purchases  and  sales 
in  the  futures  market,  there  is  probably  nothing  else  in  the 
brokerage  business  so  involved  in  technicalities.  The  system 
employed  in  "taking  up"  a  contract,  or  making  delivery  against 
an  option  sold,  is  so  different  from  anything  found  in  general 
business  as  to  deserve  further  treatment  in  its  accounting 
phase. 

Details  of  Actual  Delivery 

The  intention  to  take  up  a  cotton  contract  is  indicated  by 
the  stoppage  of  the  notice.  The  last  holder  is  charged  with  the 
duty  of  informing  the  broker  issuing  such  document  that 
the  former  has  in  his  possession  the  notice  in  question  and 
makes  demand  for  the  delivery  of  the  cotton  within  two  days 
from  the  date  of  the  issued  notice.  This  is  done  by  means  of 
a  written  "demand"  which  is  stamped  by  the  superintendent 
of  the  Exchange  and  delivered  to  the  broker  upon  whom  the 
demand  is  made.  The  new  contractual  relations  between  the 
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brokers  in  the  transaction  are  now  officially  recognized  by 
the  Cotton  Exchange. 

As  an  illustration  of  the  foregoing,  let  us  assume  that  a 
purchase  of  100  bales  of  December  cotton  is  made  in  May 
at  30.10  cents.  When  the  notice  day  arrives,  if  the  buyer 
intends  assuming  the  contract,  he  goes  through  the  stoppage 
of  notice  formalities  just  described;  and  upon  the  third  day 
from  the  date  of  notice,  he  receives  from  the  seller  for  exami- 
nation documents  known  as  "grade  certificates"  and  also  a 
"spot  bill." 

Each  grade  certificate  states  the  number  of  bales  it  repre- 
sents, the  markings  for  identification  purposes,  where  the 
cotton  is  stored,  when  inspected  by  the  Exchange  authorities, 
when  the  certificates  expire,  and  the  grades  of  cotton  in  each 
case.  This  grade  certificate  is  a  document  issued  by  the  Classi- 
fication Bureau  of  the  Exchange. 

The  spot  bill  contains  a  full  statement  of  charges  and 
allowances  covering  the  "weight  price."  It  also  states  the 
cost  for  inspection,  classification,  certification,  and  storage. 
Allowances  for  grade,  weight,  and  storage  of  cotton  are  items 
which  must  be  studied  independently  if  they  are  to  be  thor- 
oughly understood  and  applied  in  practice. 

On  the  third  day  after  notice,  warehouse  certificates  cover- 
ing the  actual  commodity  are  delivered  and  the  cotton  is  paid 
for.  This  terminates  the  contractual  relationship  between 
the  brokers  involved  in  the  transaction. 

Limits  of  a  Cotton  Contract 

According  to  the  rules  of  the  New  York  Cotton  Exchange, 
a  contract  weighing  between  49,500  and  50,500  pounds  must 
be  received  in  fulfilment  of  a  transaction.  So  long  as  the 
weight  is  within  these  prescribed  limits,  no  importance  is 
attached  to  the  number  of  bales  involved.  Thus,  instead 
of  containing  100  bales,  a  contract  might  run  from  4  to  8 
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bales  over  or  under  that  number.  If  92,  108,  or  some  other 
number  of  bales  make  up  the  necessary  weight,  they  are  a 
good  delivery. 

The  laws  of  the  Exchange  provide  that  an  allowance  of 
5^2  pound  per  bale  for  each  month  or  fraction  of  a  month  be 
made  to  the  buyer,  from  the  time  cotton  is  stored  until  the 
date  of  transfer. 

Let  us  assume  that  warehouse  certificates  show  that  92 
bales  of  cotton,  covered  by  such  certificates  and  weighing 
49,838  pounds,  are  in  the  Manhattan  Stores  on  May  26,  1919. 
If  this  cotton  is  transferred  on  contract  on  December  31  of 
the  same  year,  there  will  be  an  allowance  in  weight  for  seven 
full  months  and  a  fraction,  making,  under  the  rules  of  the 
Exchange,  a  total  of  eight  months.  Allowing  ^  pound  per 
bale  per  month  for  that  period  on  92  bales,  the  weight  allow- 
ance will  be  368  pounds.  If  this  is  deducted  from  the  gross 
weight  of  49,838  pounds,  the  net  weight  is  49,470  pounds. 

Cost  of  Contract 

Continuing  the  same  transaction,  the  next  point  for  con- 
sideration is  the  original  cost  of  the  contract.  Multiplying 
the  net  weight  by  the  notice  price  of  30.40  cents  gives 
$15,038.88.  Added  to  the  original  cost  is  the  standard  charge 
of  izy2  cents  per  bale  for  inspection,  classification,  and  grad- 
ing certificates.  No  matter  how  often  the  cotton  is  trans- 
ferred from  one  buyer  to  another,  these  charges  obtain.  On 
92  bales  these  incidental  charges  are  $11.50,  making  a  total 
cost  of  $15,050.38. 

Grades  of  Cotton 

Under  the  rules  of  the  New  York  Cotton  Exchange,  only 
specified  grades  of  cotton  may  be  delivered  on  contract.  The 
following  grades  are  admitted  by  the  Classification  Com- 
mittee : 
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ABOVE  MIDDLING  BELOW  MIDDLING 

Middling  fair  Strict  low  middling 

Strict  good  middling  Low  middling 

Good  middling  Strict   good  middling — yellow 
Strict  middling  tinged 

Middling  Good  ordinary 

Other  grades  may  be  made  the  subject  of  contract  it 
agreed  upon. 

Grade  Premium  and  Discount 

The  basis  for  all  grades  is  middling  cotton.  All  graded 
above  middling  command  a  premium  or  an  addition  to  the 
stated  selling  price  by  reason  of  the  superior  cotton  repre- 
sented by  these  grades.  On  grades  below  middling  an  allow- 
ance is  made  on  account  of  the  inferior  quality  of  the  cotton. 
Each  grade,  except  middling,  commands  a  certain  number 
of  points,  premium  or  discount. 

Reverting  to  the  92  bales  of  cotton  stored  on  May  26, 
1919,  let  it  be  assumed  that  the  delivery  was  as  follows:  i 
middling,  7  strict  low  middling,  12  low  middling,  48  strict 
good  middling — yellow  tinged,  and  24  good  ordinary.  All 
these  grades,  except  the  middling,  were  below  that  basis,  and 
were  therefore  subject  to  a  discount.  On  the  i  bale  of  mid- 
dling the  rate  was  "flat,"  meaning  no  discount  or  premium; 
on  the  7  strict  low  middling  the  discount  was  .5  cents  a 
pound,  or  a  total  of  3.5  cents;  on  the  12  low  middling  the 
discount  was  .85  cents  a  pound,  making  an  allowance  of 
10.2  cents;  on  48  strict  good  middling — yellow  tinged,  at  1.25 
cents  discount,  the  allowance  was  6  cents;  on  24  good  ordi- 
nary at  2  cents  discount  the  allowance  was  48  cents.  The 
grand  total  was  $1.217.  If  we  multiply  the  allowance  of 
$1.217  by  the  net  weight  of  49,470  pounds  (that  being  the 
poundage  to  be  considered)  and  divide  the  product  of 
$60,204.99  by  92  (the  number  of  bales  contained  in  the  con- 
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tract),  we  obtain  the  result  of  $654.40,  which  was  the  allow- 
ance made  for  the  inferior  grades. 

Storage  and  Labor 

The  charge  for  storage  and  labor  in  connection  with  the 
warehousing  of  cotton  is  sometimes  paid  by  the  seller  to  the 
storage  company  up  to  the  time  of  the  sale.  In  the  great 
majority  of  cases,  however,  the  storage  and  labor  charge  is 
allowed  to  accumulate  and  is  deducted  by  the  seller  from  his 
spot  bill  to  the  buyer.  The  charge  for  storage  is  20  cents  a 
bale  for  each  month,  and  10  cents  a  bale  for  half  months. 
The  cost  for  labor  is  10  cents  "in"  and  10  cents  "out" ;  that  is, 
20  cents  for  putting  the  cotton  in  storage  and  taking  it  out. 
The  "out"  storage  charge  is  paid  by  the  buyer  when  he  releases 
his  cotton  from  store,  while  the  "in"  storage  is  allowed  by 
the  seller.  In  the  case  of  the  cotton  stored  May  26,  1919, 
the  storage  and  labor  were  paid  by  the  seller  up  to  May  26, 
1919.  From  that  date  until  December  31,  1919,  there  were 
seven  full  months  of  storage  at  20  cents,  and  one  half  month 
at  10  cents,  or  $1.50  for  each  bale.  On  92  bales,  therefore, 
the  storage  allowance  was  $138. 

The  total  charges  on  this  transaction  were  $15,050.38, 
and  the  total  allowances  for  grade,  storage,  and  labor  were 
$792.40.  Therefore  the  net  cost  of  the  contract  to  the  cus- 
tomer was  $14,257.98. 

Insurance  and  Interest  Charges 

There  are  other  minor  charges  made  against  the  customer's 
account  in  connection  with  the  spot  cotton  transactions.  Some 
of  these  charges  are  in  the  nature  of  insurance  and  interest.  A 
small  charge  is  also  made  for  the  storage  of  cotton  samples, 
which  are  supplied  by  the  broker  delivering  the  cotton 
against  the  spot  transaction.  The  addition  of  these  charges 
consummates  the  deal.  • 
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The  Spot  Register 

All  the  facts  pertaining  to  spot  cotton  transactions  find 
suitable  expression  in  the  "spot  register,"  so  arranged  as  to 
show  at  a  glance  all  details  in  connection  with  the  purchase 
and  subsequent  disposition  of  cotton,  either  by  delivery  against 
a  futures  sale  or  by  direct  shipment  to  the  consumer. 


CHAPTER  XXIII 

CLOSING  COTTON  BROKERAGE  BOOKS 

» 
Adjusting  Entries 

Before  closing  the  books  of  a  cotton  brokerage  house  a 
number  of  adjustments  are  necessary.  The  most  common 
ones  are : 

1.  Provision  for  reserve  for  depreciation  on  furniture  and 
fixtures. 

2.  Provision  for  reserve  for  doubtful  accounts  receivable. 

3.  Provision  for  doubtful  and  uncollectible  accounts  re- 
ceivable written  off. 

4.  Provision  for  accruals  of : 

(a)  Interest  on : 

(1)  Clearing  house  margins  unreleased 

(2)  Notes  receivable 

(3)  Notes  payable 

(b)  Rent 

(c)  Office  salaries 

5.  If  securities  be  held  for  investment  purposes  suitable 
provision   should  be  made   for  any   depreciation  in  market 
values. 

6.  All  items  under  floor  brokerage  receivable  or  payable 
should  be  evidenced  by  the  books,  so  that  a  proper  account- 
ing may  be  made  of  the  earnings  or  expense  connected  with 
such  brokerage. 

7.  In  businesses  which  are  conducted  on  a  cash  basis  the 
usual  tendency  is  to  overlook  items  of  expense   for  which 
no  bills  have  been  received.     To  avoid  an  overstatement  of 
profits  due  to  an  understatement  of  expenses,  suitable  pro- 
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vision  should  be  made  for  such  items  as  bills  due  and  unpaid, 
and  estimated  traveling  expenses. 

Income  and  Expense  Factors 

The  sources  of  income  in  the  cotton  brokerage  business 
and  the  general  expense  factors  incident  to  the  operation  of 
the  business,  including  both  main  office  and  branch  offices, 
are  as  follows : 

Income  Factors 

1.  Commissions  (from  all  sources) 

2.  Interest  on  notes  receivable 

3.  Interest  on  clearing  house  margins 

4.  Interest  on  bank  balances 

5.  Dividends  and  interest  on  investment  securities 
Expense  Factors 

1.  Rent  of  offices 

2.  Salaries 

3.  Advertising 

4.  Telegraph 

5.  Telephone 

6.  Ticker  service 

7.  Market  reports  and  bulletins 

8.  Postage 

9.  Stationery  and  printing 

10.  Legal  services 

11.  Collection  on  out-of-town  checks 

12.  Traveling  expenses 

13.  Entertainment 

The  Financial  Statement 

I.  Statement  of  Income  from  Operation.  The  main 
source  of  income  from  the  operation  of  the  cotton  brokerage 
business  are  the  commissions  derived  from  the  various  sources 
already  explained. 
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II.  Administrative  Expense. 

1.  Rent  of  offices 

2.  Salaries 

3.  Advertising 

4.  Telegraph 

5.  Telephone 

6.  Ticker  service 

7.  Market  reports  and  bulletins 

8.  Postage 

9.  Stationery  and  printing 

10.  Legal  expense 

11.  Collection  on  out-of-town  checks 

III.  Branch  Office  and  Solicitors'  Expense 

1.  Branch  office  rent 

2.  Agents'  and  solicitors'  salaries 

3.  Traveling  expense 

4.  Entertainment  expense 

IV.  Net  Income  from  Operation.    The  net  income  from 
operation  is  determined  by  deducting  the  total  expense  from 
the  income,  i.e.,  I  less  (II  plus  III),  or,  I  less  II  less  III. 

V.  Secondary  Income.     Aside  from  commissions,  which 
are  the  main  source  of   income,   the   following   four   items 
may  be  considered  as  secondary  income: 

1.  Interest  on  notes  receivable 

2.  Interest  on  clearing  house  margins 

3.  Interest  on  bank  balances 

4.  Interest  or  dividends  on  securities 

VI.  Income  from  All  Sources.     This  is  derived  by  add- 
ing the  net  income  from  operation  and  the  secondary  income, 
i.e.,  IV  plus  V,  which  is  the  same  as,  I  less  II  less  III  plus  V. 

VII.  Deductions  from  Income.     There  are  two  items  of 
expense  which  must  be  deducted  from  the  income  in  order 
to  obtain  the  net  income,  viz. : 
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1.  Interest  on  notes  payable 

2.  Exchange  on  out-of-town  checks 

VIII.  Net  Income.    If  the  total  of  "Deductions  from  In- 
come" is  taken  from  "Income  from  All  Sources"  the  result 
is  the  net  income,  which  may  be  written  thus :    I  less  II  less 
III  plus  V  less  VII,  or,  (I  plus  V)  less  (II  plus  III  plus  VII). 

IX.  Profit  and  Loss  Charges.    Under  this  heading  appear 
the  following: 

1.  Loss  on  uncollectible  accounts 

2.  Loss  on  the  sale  of  securities  held  for  investment 

3.  Provision  for  reserve  for  depreciation  of   furniture 

and  fixtures 

4.  Provision  for  reserve  for  doubtful  accounts  receivable 

5.  Provision  for  reserve  for  sundry  expenses 

6.  Provision  for  reserve  for  traveling  expenses 

X.  Profit  and  Loss  Credits.     The  following  are  included 
under  this  heading : 

1.  Recovery  on  doubtful  accounts  receivable 

2.  Profit  on  sale  of  securities  held  as  investment 

XI.  Profit  and  Loss.     Deduct  the  profit  and  loss  charges 
(IX)  from  the  profit  and  loss  credits  (X),  or  deduct  X  from 
IX,  as  the  case  may  be,  and  the  net  profit  and  loss  debit  or 
credit  is  the  resultant.    Applying  the  net  profit  and  loss  debit 
or  credit  (XI)  to  the  net  income  (VIII)  (adding  in  case  of  a 
credit  and  subtracting  in  case  of  a  debit),  the  net  surplus  for 
the  accounting  period  is  determined. 

The  distribution  of  this  surplus,  according  to  the  articles 
of  copartnership,  is  the  final  operation  in  closing  the  books. 

The  Balance  Sheet — Assets 

Capital  Assets.     The  only  items  which  ordinarily  appear 
as  capital  assets  are: 
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1.  Furniture  and  fixtures 

2.  Securities  held  for  investment 

3.  Membership  on  Exchange 

4.  Clearing  association  membership 

Current  Assets.  Under  this  heading  are  the  following 
items : 

1.  Cash  on  hand  and  at  banks 

2.  Accounts  receivable — considered  good 

3.  Clearing  house  margins 

4.  Notes  receivable 

5.  Accrued  interest  on  clearing  house  margins 

6.  Accrued  interest  on  notes  receivable 

7.  Contract   differences    (this   may   also    appear   as   a 

liability) 

Deferred  Debits.  Under  the  heading  of  deferred  debits 
may  be  listed  the  following  items: 

1.  Rent  paid  in  advance 

2.  Membership  dues  paid  in  advance 

3.  Insurance  paid  in  advance  (on  spot  transactions) 

4.  Telephone  privilege  on  New  York  Cotton  Exchange, 

paid  in  advance 

Liabilities 

Capital  Liabilities.  In  the  cotton  brokerage  business  capital 
liabilities  are  seldom  found.  For  the  most  part  all  the  debits 
of  the  concern  are  current  in  nature.  The  usual  liability  and 
proprietorship  items  may  be  listed  under  the  two  headings, 
"Current  Liabilities"  and  "Proprietorship,"  as  shown  below. 

Current  Liabilities: 

1.  Customers'  accounts  payable 

2.  Notes  payable 

3.  Interest  accrued  on  notes  payable 
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4.  Salaries  accrued 

5.  Contract  differences   (this  may  also  appear  as  an 

asset) 

Proprietorship  : 

Reserves : 

1.  Reserve   for  depreciation  on  furniture  and  fix- 

tures 

2.  Reserve  for  depreciation  on  security  investments 

3.  Reserve  for  traveling  expenses 

4.  Reserve  for  other  expenses  for  which  no  invoices 

have  been  received 

Capital : 

1.  Partner  Adams'  capital 

2.  Partner  Burns's  capital 

3.  Partner  Conant's  capital 

Table  of  Equities 

In  discussing  the  liability  item  "Customers'  accounts  pay- 
able," reference  must  be  made  to  the  table  of  equities 
treated  in  Chapter  XVI.  The  fact  that  a  customer's  account 
shows  a  credit  balance  of  $1,000  is  no  indication  that  such 
an  amount  is  owing  to  him.  What  must  be  considered  is  the 
loss  or  gain  reflected  in  his  open  contracts.  The  balance  sheet 
should  never  be  read  without  reference  to  this  table. 

The  listing  of  all  assets  and  liabilities  in  a  table  of  equities 
is  less  urgent  in  cotton  brokerage  than  in  the  stock  brokerage 
business.  In  cotton  brokerage  it  is  sufficient  to  compile  a 
statement  of  margins  for  the  sole  purpose  of  determining  the 
respective  conditions  of  the  customers'  accounts. 

Dissolution 

Both  the  voluntary  and  involuntary  dissolution  of  a  stock 
brokerage  business  were  treated  in  a  general  way  in  Part  I, 
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and  that  discussion  applies  to  cotton  brokerage  as  well.  It 
may  be  said,  however,  that  the  customers'  interests  are  not  as 
well  guarded  in  the  case  of  a  forced  dissolution  of  a  cotton 
brokerage  house  as  in  the  failure  of  a  stock  brokerage  house. 
In  the  latter  case  the  customers  have  their  securities  to  fall 
back  upon,  while  in  the  cotton  business  the  only  realizable 
asset  is  their  equity  in  the  membership  seat,  worth  approxi- 
mately $25,000. 


PART  III 
PRODUCE  BROKERAGE 


CHAPTER  XXIV 

NEW  YORK  COMMODITY   EXCHANGES 

Scope  of  Discussion 

In  this  chapter  such  transactions  are  discussed  as  enter 
into  the  daily  business  of  the  New  York  Produce  Exchange 
and  the  New  York  Coffee  and  Sugar  Exchange. 

Here,  as  in  the  cotton  business,  two  markets  exist — one  in 
which  spot  or  cash  transactions  appear,  and  the  other  where 
the  dealings  are  in  future  contracts.  Since  by  far  the  majority 
of  all  trades  are  entered  into  for  future  account,  it  is  super- 
fluous to  treat  the  spot  market  at  any  length.  That  branch  of 
the  subject  can  be  disposed  of  with  the  summary  remark  that 
there  is  a  close  resemblance  in  the  methods  of  receiving  and 
delivering  coffee,  sugar,  oil,  and  grain  spots,  and  that  of  con- 
summating spot  transactions  in  cotton.  Hence,  the  discus- 
sion deals  largely  with  the  accounting  of  future  contracts 
between  members. 

Cottonseed-Oil  Brokerage 

While  the  New  York  Produce  Exchange  trades  in  grain 
futures,  its  dealings  are  principally  in  cottonseed-oil  futures. 
According  to  the  rules  of  the  Exchange,  contracts  may  be 
traded  in  between  members  for  the  purchase  and  sale  of 
cottonseed-oil  in  units  of  100  barrels  and  multiples  thereof. 
Contracts  may  call  for  the  receipt  and  delivery  of  oil  for 
various  periods  during  the  year.  They  may  be  assigned  to  a 
third  party  through  the  medium  of  sale  or  transfer. 

Much  in  the  same  manner  as  cotton  futures  are  used  for 
the  purpose  of  hedging  actual  cotton,  so  may  the  oil  market 
be  used  to  protect  the  interests  of  producer  and  consumer. 
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A  contract  (100  barrels)  when  purchased  carries  the  right 
to  demand,  or,  when  sold,  the  right  to  deliver  40,000  pounds 
of  prime  summer  yellow  oil  at  the  price  specified  in  the  con- 
tract. 

The  prices  are  quoted  on  the  Exchange  in  cents  and 
hundredths  of  a  cent  per  pound,  the  latter  being  known  as 
points.  Thus,  a  point  fluctuation  equals  $4  per  contract. 

The  commission  charge  to  non-members  is  $25  for  the 
combined  purchase  and  sale  of  each  contract. 

For  the  purpose  of  expediting  the  settlement  of  transferred 
or  assigned  contracts  a  clearing  house  was  organized  by  the 
members  of  the  Exchange.  Its  methods  being  identical  with 
those  of  the  New  York  Cotton  Exchange,  little  need  be  said 
concerning  it.  In  1914,  the  Cotton  Exchange  copied  the  system 
of  clearance  in  vogue  for  many  years  on  the  Produce  Ex- 
change. 

Coffee  Brokerage 

A  contract  in  coffee  entitles  the  purchaser,  if  he  demands 
the  specific  performance  of  it,  to  approximately  250  bags  of 
graded  coffee,  weighing  32,500  pounds.  These  contracts  are 
transferable  through  sale  or  assignment,  and  the  difference 
between  the  purchase  price  and  the  sales  price  measures  the 
profit  realized  or  the  loss  sustained. 

The  price  is  quoted  in  cents  and  hundredths  of  a  cent  per 
pound,  a  fluctuation  of  .0001  cent  equaling  $3.25  per  contract. 

The  commission  to  non-members  is  $10  for  purchasing 
and  $10  for  selling  one  contract,  making  a  total  charge  of  $20 
for  the  closed  transaction. 

The  margin  requirements  are  fixed  by  the  broker,  largely 
according  to  the  state  of  the  market.  When  coffee  sells  at  20 
cents  a  pound,  the  margin  demanded  is  greater  than  when  coffee 
sells  at  7  cents.  The  minimum  seems  to  be  set  at  $500  per 
contract. 
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Sugar  Brokerage 

A  few  years  ago  the  idea  of  establishing  a  sugar  market 
occurred  to  the  members  of  the  Coffee  Exchange,  and  the 
result  has  been  the  inauguration  of  a  free  market  for  the  pur- 
chase and  sale  of  sugar  futures. 

The  sugar  contract  dealt  in  on  the  Exchange  covers  the 
receipt  or  delivery  of  50  tons  of  raw  sugar,  weighing  ap- 
proximately 112,000  pounds.  The  price  fluctuations  are 
quoted  in  cents  and  hundredths  of  a  cent  per  pound,  a  fluctua- 
tion of  .0001  cent  equaling  $11.20  per  contract. 

Commission  for  the  combined  buying  and  selling  of  one 
contract  depends  upon  the  price  prevailing  at  the  time.  The 
following  table  gives  the  scale  of  charges : 

Below  4  cents  per  Ib $25.00 

4  cents  to  9.99  cents 30.00 

10  cents  to  12.99  cents 35-OO 

13  cents  to  17.99  cents 40.00 

18  cents  and  above 50.00 

Coffee  and  Sugar  Clearing  House  System 

With  the  object  of  compelling  members  to  adjust  their 
differences  through  a  clearing  house,  the  same  form  of  settle- 
ment as  exists  on  the  Cotton  and  Produce  Exchanges  has 
been  adopted.  Since  the  clearance  of  coffee  and  sugar  con- 
tracts are  under  the  jurisdiction  of  a  common  clearing  organi- 
zation, two  sheets  are  filed  daily  by  those  members  who  have 
both  coffee  and  sugar  transactions  to  clear.  However,  instead 
of  carrying  out  into  the  value  column  so  many  dollars,  only 
point  differences  are  extended.  After  totaling  up  all  the 
points,  the  net  difference,  debit  or  credit,  is  multiplied  by  $3.25 
in  the  case  of  coffee  contracts,  and  by  $11.20  in  the  case  of 
sugar  contracts.  A  brown  sheet  is  used  for  coffee  trades  and 
a  white  sheet  for  sugar  contracts. 

A  supplementary  statement  is  then  used  for  the  purpose 
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of  recapitulating  the  coffee  and  sugar  sheets  as  to  money 
balances  owed  to  or  claimed  from  the  clearing  association. 
The  supplementary  statement  also  provides  for  the  reconcilia- 
tion of  the  original  margins  required  on  each  class  of  transac- 
tion. Hence,  instead  of  issuing  two  checks  or  two  drafts  for 
market  differences,  only  one  is  necessary.  Similarly,  only  one 
check  is  drawn  for  the  margin  required  by  the  association.  If 
a  surplus  margin  is  on  deposit  for  coffee  contracts,  this  sur- 
plus can  be  applied  to  any  deficit  in  margins  on  sugar  trades, 
and  vice  versa. 

The  original  margins  demanded  by  the  association  are : 

(a)  Upon  a  net  interest  of  500  contracts  of  coffee,  or  less, 

....  $250  per  contract. 

(b)  Upon  a  net  interest  exceeding  500  contracts  and  not 

over  1,000  contracts  of  coffee,  $500  per  contract  upon 
such  excess. 

(bb)  Upon  a  net  interest  exceeding  1,000  contracts  of  coffee, 
$750  per  contract  upon  such  excess. 

(c)  Upon  a  net  interest  of  500  contracts  of  sugar,  or  less, 

$400  per  contract. 

(d)  Upon  a  net  interest  exceeding  500  contracts,  and  not 

over  1,000  contracts,  of  sugar,  $500  per  contract  upon 
such  excess. 

(e)  Upon  a  net  interest  exceeding  1,000  contracts  of  sugar, 

$750  per  contract  upon  such  excess. 

The  rules  of  the  association  provide  : 

The  Directors  may  at  any  time  upon  twenty-four  hours' 
previous  notice,  in  writing,  to  be  delivered  at  the  offices  of 
all  clearing  members,  require  that  an  original  margin  per 
contract  of  coffee  or  sugar,  in  such  amount  as  the  Directors 
may  deem  desirable,  be  maintained  upon  the  net  interest  of 
members  in  their  contracts  with  the  Association.  This  re- 
quirement shall  remain  in  effect  until  withdrawn  by  the 
Directors 

No  clearing  member  shall  be  allowed  to  have  contracts 
with  the  Association  representing  a  net  interest  of  more  than 
2,500  contracts  of  coffee  or  2,000  contracts  of  sugar. 
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Books  of  Account 

The  following  books  will  be  most  commonly  found  in  the 
broker's  office  to  record  transactions  made  in  oil,  coffee,  and 
sugar  for  future  delivery : 

Purchases  and  sales  book 
Customers  margin  book 
Customers  contract  book 
Analysis  journal 
Customers  ledger 
General  journal 
Cash  book 
General  ledger 

The  ruling,  arrangement,  and  the  uses  to  which  these 
records  are  put  are  identical  in  every  respect  with  those  of  the 
corresponding  books  used  in  the  cotton  business. 


CHAPTER  XXV 
CHICAGO  BOARD  OF  TRADE 

Commodities  Traded  In * 

Many  Wall  Street  concerns  have  memberships  on  the 
Chicago  Board  of  Trade.  By  being  so  affiliated,  they  may  send 
orders  to  their  Chicago  correspondents  for  execution  and  earn 
one-half  the  usual  commission.  Thus,  without  incurring  any  of 
the  expense  of  clearing  their  own  purchases  and  sales,  they 
receive  additional  income. 

The  following  commodities  are  listed  for  active  trading 
on  the  Chicago  Board:  (i)  grain,  comprising  corn,  wheat, 
oats,  rye;  (2)  provisions,  comprising  pork,  ribs,  and  lard. 

A  cash  market  and  a  futures  market  are  operated.  Most 
of  the  business  which  is  directed  to  Chicago  by  New  York 
brokers  falls  under  the  second  division,  namely,  that  of  the 
futures  market. 

The  Grain  Market 

The  methods  of  trading  on  the  Chicago  Board  of  Trade 
are  very  similar  to  those  in  vogue  on  the  New  York  Exchanges. 
Wheat,  oats,  corn,  and  rye  are  bought  and  sold  by  contracts. 
Each  contract  contains  10,000  bushels.  The  price  is  quoted 
in  cents  and  fractions  of  a  cent,  ranging  from  one-eighth  to 
seven-eighths.  A  fluctuation  of  one-eighth  is  equivalent  to 
$12.50  on  each  contract. 

The  commission  charged  on  a  purchase  and  sale  combined 
is  $25  for  each  contract  of  wheat,  corn,  rye,  or  oats. 


1  For  the  rules  and  regulations  of  the  Chicago  Board  of  Trade  see  AppendUE. 
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Provisions 

The  purchase  or  sale  of  250  barrels  of  pork  is  one  contract, 
the  price  being  quoted  in  so  many  dollars  and  cents  per  barrel. 
The  fluctuations  are  2^/2.  cents  apart.  To  illustrate,  assume 
the  purchase  of  250  barrels  of  pork  at  $19.50.  The  next  vari- 
ation would  be  either  $19.47^  or  $19.52^.  In  the  upward 
trend,  the  fluctuation  would  range  as  follows :  $19.50, 
$19.52^,  $19.55,  $19.57^,  $19.60,  etc.  Each  variation  is 
equivalent  to  $6.25.  The  commission  is  $10  on  the  purchase 
and  $10  on  the  sale — a  total  brokerage  of  $20. 

A  contract  in  ribs  equals  50,000  pounds.  The  price  is 
quoted  in  cents  and  hundredths  of  a  cent  per  pound.  As  the 
fluctuations  are  2^  points,  each  change  in  price  is  equivalent 
to  $12.50.  The  commission  is  $20  on  the  "round"  transaction. 

Each  contract  in  lard  contains  250  tierces,  each  tierce 
weighing  approximately  340  pounds,  or  85,000  pounds  in  the 
contract.  The  price  is  quoted  in  cents  and  hundredths  of  a 
cent  per  pound.  The  fluctuations  are  of  the  range  of  2,^/2 
points,  or  $21.25  on  one  contract.  The  commission  charge 
is  $20. 

Chicago  Trades  on  Books  of  New  York  Members 

No  books  of  account  other  than  those  kept  for  the  general 
business  are  necessary  to  record  the  New  York  broker's 
Chicago  transactions.  To  illustrate,  suppose  Adams,  Burns 
and  Conant,  members  of  the  Chicago  Board  of  Trade,  direct 
their  orders  in  Chicago  futures  through  Long  and  Barnett  of 
Chicago.  The  latter  concern  attends  to  the  clearing  of  the 
contracts,  the  margins,  and  settlements.  In  other  words,  they 
carry  the  commitments  until  finally  closed. 

A  page  similar  to  that  used  for  recording  customers'  pur- 
chases and  sales  in  cotton  will  answer  the  purpose  of  recording 
all  transactions  in  Chicago  futures  contracted  for  by  New 
York  customers.  Thus,  if  customer  A  purchases  10,000 
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bushels  of  Chicago  May  corn  at  $1.75,  the  transaction  is 
entered  in  the  column  under  A's  contract  folio  headed  "May 
Corn,  Chicago,"  in  the  same  manner  as  in  cotton  accounting. 
To  evidence  the  purchase  through  the  Chicago  brokers,  a 
column  under  Long  and  Barnett's  "Our  Account" — contract 
page — reflects  the  transaction.  In  effect  it  is  made  to  appear 
that  Long  and  Barnett  are  long  of  10,000  May  corn  at  $1.75, 
but  the  item  should  be  read  "We  are  long  with  the  firm  of  Long 
and  Barnett." 

When  the  customer  sells,  an  account  sales  is  rendered 
showing  the  gain  or  the  loss,  and  the  result  is  journalized. 
The  general  journal  is  more  commonly  used  in  connection 
with  such  entries. 

Assume  that  A  sells  the  corn  for  $1.77  a  bushel  and  makes 
a  gross  profit  of  $200.  The  entry  for  this  transaction  appears 
as  follows: 

Debit  Long  and  Barnett $187.50 

Credit  Customer  A 175.00 

Credit  Grain   Commission 12.50 

A  statement  of  the  trade  is  received  from  Long  and  Barnett 
attesting  to  the  settlement,  and  on  the  Long  and  Barnett  "Our 
Account"  page  the  sale  is  shown  as  though  it  had  been  made 
for  them. 

The  same  procedure  is  followed  in  other  grain  and  pro- 
vision settlements. 

No  point  balance  is  necessary,  owing  to  the  fact  that  the 
unliquidated  contracts  carried  by  the  resident  broker  are  con- 
firmed at  the  close  of  each  month,  showing  the  quantity  and 
price  of  all  open  commitments.  The  accuracy  of  the  settled 
options  is  verified  by  the  account  sales  received  during  the 
period. 

The  commission  realized  from  Chicago  business  is  included 
under  income  from  operation. 
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Books  of  the  Chicago  Broker — Conditions  Affecting  Entries 

In  all  future  business,  contracts  may  be  sold  short  and 
eventually  covered,  or  they  may  be  sold  for  actual  delivery. 
In  the  latter  case,  the  grower  may  ship  his  grain  or  provisions 
in  satisfaction  of  his  sale  contract.  On  the  other  hand,  the 
produce  may  be  purchased  with  the  object  of  making  a  specu- 
lative transaction  for  a  profit. 

In  recording  the  purchase  or  sale  of  contracts  for  cus- 
tomers options  are  entered  in  a  contract  book,  and  when  they 
are  consummated,  an  account  sales  is  rendered  to  the  customer 
showing  the  loss  or  gain  on  the  transaction.  The  fact  that 
the  purchase  might  have  been  made  by  his  broker  from  broker 
B,  and  the  sales  to  broker  C,  is  of  little  interest  to  the  customer. 
He  is  interested  principally  in  the  fact  that  his  account  was 
properly  charged  with  the  loss,  or  credited  with  the  profit 
realized.  To  him  the  contract  is  a  closed  one.  But  the  con- 
tract is  not  necessarily  closed  so  far  as  his  broker  is  concerned. 

Assume  that  A  buys  100,000  bushels  of  May  wheat  from 
B  for  the  account  of  Jones.  When  Jones  gives  his  selling 
order,  the  100,000  bushels  of  May  wheat  may  be  sold  to  C. 
This  example  illustrates  two  points : 

1.  That  open  contracts  can  exist  with  other  brokers  with- 
out having  a  corresponding  interest  in  the  market   for  the 
account  of  one's  customers.     In  the  case  just  cited,  A  had  no 
interest  in  the  market  for  the  account  of  Jones ;  yet  his  books, 
containing  the  record  of  contracts  made  with  other  brokers, 
reflect  a  condition  totally  at  variance  with  the  fact  that  con- 
tracts are  still  open  with  brokers  B  and  C. 

2.  That  the  broker's  Street  books — those  books  of  accounts 
in  which  are  entered  the  contractual  relationships  of  A  with 
other  brokers,  and  their  final  settlement — are  apparently  kept 
in  total  disregard  of  customers'  accounts. 

From  this  it  might  be  inferred  that  settlements  of  closed 
contracts  for  customers  and  with  brokers  cannot  be  simulta- 
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neous.  Hence  the  question  arises :  What  system  is  employed 
by  the  Exchange  to  make  possible  the  closing  of  contracts 
between  brokers,  except  by  specific  performance?  In  other 
words,  how  can  A  who  has  purchased  and  sold  for  Jones 
100,000  bushels  of  May  wheat  settle  his  commitments  with 
B,  from  whom  he  has  bought,  and  with  C,  to  whom  he  has 
sold?  Will  he  have  to  wait  until  the  wheat  is  tendered  by  B 
at  the  purchase  price  and  then  retender  it  to  C  at  the  sales 
price  to  reimburse  himself  for  the  money  advanced  to  Jones? 

Methods  of  Settlement 

Omitting  the  method  known  as  "delivery  settlement," 
which  entails  the  delivery  of  the  produce  to  the  buyer,  there 
are,  generally  speaking,  only  two  methods  employed  in  settling 
outstanding  contracts  between  brokers:  (i)  direct  settlement, 
and  (2)  ring  settlement. 

i.  Direct  Settlement.  The  method  of  settling  contracts 
between  brokers  by  way  of  direct  offset,  by  either  purchase 
or  sale,  is  so  obvious  as  to  require  very  little  elaboration.  Sup- 
pose A  buys  from  B,  on  April  10,  50,000  bushels  of  May 
wheat  at  $1.90,  and  on  April  15  sells  to  B  the  same  quantity 
at  $2.10  per  bushel.  Thus  B  owes  A  the  difference  between 
the  purchase  price  and  the  sales  price,  as  shown  below : 

Sold  50,000  bushels  May  wheat  at  $2.10 $105,000 

Bought  50,000   "         "         "      "      1.90 95,000 


Difference  B  owes  A $10,000 

The  following  is  another  example :  A  sells  to  B,  on  April 
10,  50,000  bushels  of  May  wheat  at  $1.90,  and  on  April  15 
buys  from  B  50,000  bushels  of  the  same  delivery  at  $2.  A 
settles  by  paying  B  $5,000 — the  difference  between  the  two 
transactions.  The  coincidence  of  having  bought  from  and 
sold  to  B  makes  it  possible  for  A  to  effect  a  direct  settlement 
with  his  fellow-broker. 
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2.  Ring  Settlement.  This  method  is  an  indirect  means  of 
settling  contracts.  By  the  term  "ring  settlement,"  or  "ring- 
ing," is  meant  the  matching  of  buyers  against  sellers  of  the 
same  options,  or  contracts,  for  the  purpose  of  literally  "getting 
out"  of  the  contract  and  thus  effecting  a  settlement  through  an 
assignment  of  the  buyer's  or  seller's  rights  to  others  seeking 
similar  assignments.  If  A  owes  B  $100  and  B  owes  C  $100, 
B  can,  by  assigning  his  rights  against  A,  settle  with  C.  Bear- 
ing in  mind  this  fundamental  principle  in  the  actual  ringing 
system  in  force  on  the  Chicago  Board  of  Trade,  let  us  study 
a  typical  ring  settlement: 

Assume  that  A  sells  to  B  50,000  bushels  of  May  wheat 
and  purchases  from  C  the  same  quantity  (the  price  does  not 
enter  into  the  question) .  If  B  sells  to  C  50,000  bushels  of  May 
wheat,  A  can  "ring"  these  contracts,  and  the  result  is  a  trans- 
fer to  C  of  A's  contract  with  B.  B  can  also  settle  his  contracts 
with  A  and  C,  and  C  can  settle  with  B  and  A.  In  this  manner 
offsets  are  effected  which  result  in  settlements  by  all  the  parties 
concerned. 

To  make  the  matter  perfectly  clear,  let  us  set  up  the  con- 
tracts on  the  various  records  of  A,  B,  and  C. 

A's  record  shows  a  sale  to  B  of  50,000  bushels  of  May 
wheat  and  a  purchase  of  50,000  bushels  from  C. 

B's  record  shows  a  purchase  from  A  of  50,000  bushels  of 
May  wheat  and  a  sale  to  C  of  50,000  bushels. 

C's  record  shows  a  purchase  from  B  of  50,000  bushels  of 
May  wheat  and  a  sale  to  A  of  the  same  quantity. 

Hence  the  following  offsets  or  ring  settlements  are  made 
in  the  three  records: 

A,  in  offsetting  the  account  of  B,  enters  50,000  bushels  on 
the  left-hand  side  of  the  record  and  refers  to  C  in  cross-refer- 
ence. C's  account  on  A's  books  is  offset  by  an  entry  on  the 
record,  with  B's  name  as  a  cross-reference. 

On  B's  record  the  names  of  C  and  A  appear  as  offsets, 
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respectively,  against  the  purchases  and  sales  made  with  C  and 
A.     Thus,  the  same  result  is  accomplished  as  on  A's  books. 
On  C's  record  the  names  of  A  and  B  establish  a  cross- 
reference,  and  thus  set-offs  are  effected  against  the  contracts. 

The  Ring  Room 

A  word  of  explanation  may  be  given  here  as  to  how  the 
ringing  method  is  carried  out  in  practice.  The  Board  of 
Trade  has  established  a  common  meeting-place  where  the 
clerks  of  the  various  brokers  assemble  each  day.  Each  clerk 
has  in  his  possession  a  slate  book  containing  the  names  of 
purchasing  and  selling  brokers  and  the  number  and  classifi- 
cation of  options  which  each  broker  has  open  on  the  Street 
ledger,  i.e.,  a  list  of  unliquidated  contracts. 

A's  clerk  makes  it  his  business  to  see  B's  clerk,  or  vice 
versa.  An  exchange  of  names  then  goes  on  until  A  or  B  calls 
the  name  of  C.  Immediately  the  possibility  of  ringing,  or 
offsetting,  let  us  say,  10,000  bushels  of  May  wheat  presents 
itself.  The  ring  is  called  off  by  the  party  making  it.  Thus, 
if  A  makes  a  ring  with  B,  the  names  in  the  ring  run  as  follows : 
A  sold  to  B,  B  sold  to  C,  C  sold  to  A.  If  B  makes  the  ring, 
the  names  read  thus :  B  to  C,  C  to  A,  A  to  B.  And  if  C  makes 
the  ring,  they  run  as  follows :  C  to  A,  A  to  B,  B  to  C. 

The  same  procedure  is  followed  by  all  the  clerks  until  as 
many  rings  have  been  made  as  possible.  Rings  made  on  one 
day  are  settled  the  next  business  day,  together  with  any  direct 
settlement  which  may  have  been  made  between  the  brokers. 

Settling  Contracts 

The  accountant,  in  reading  the  record  kept  by  A,  should 
keep  these  facts  before  him : 

i.  That  it  is  only  a  memorandum  book  (conveniently 
called  a  ledger)  in  which  are  stated  the  contracts  bought  from 
or  sold  to  other  members. 
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2.  That  while  the  account  may  appear  in  the  name  of  B, 
the  purchase  and  sales  of  contracts  therein  listed  should  not 
be  interpreted  to  mean  that  A  bought  or  sold  for  the  account 
of  B,  but  rather  that  A  bought  from  and  sold  to  B  the  items 
listed,  which  either  await  settlement  or  which  have  been 
settled  by  specific  performance,  direct  settlement,  or  ring 
settlement. 

As  a  consequence  of  these  interbroker  transactions,  pay- 
ments are  made  for  the  amount  of  the  differences  between  pur- 
chase and  selling  prices.  When  a  contract  is  consummated  by 
direct  settlement,  it  might  be  inferred  that  a  check  is  sent  in 
liquidation  of  the  amount  due.  But  suppose  that  the  trade  is 
settled  by  means  of  the  ring  method — suppose  A  buys  from 
B  at  $1.90  and  sells  to  C  at  $1.95,  while  C  sells  to  B  at  $1.98 
— what  price  should  be  adopted  for  the  liquidation  of  these 
ring  settlements? 

Settlement  Prices 

According  to  Section  6,  Rule  22,  of  the  Board,  "The  cur- 
rent market  value  of  the  property  contracted  for  shall  be  con- 
spicuously posted  at  a  stated  hour  each  day,  in  the  Settlement 
Room  of  the  Association,  which  posting  shall  serve  as  a  basis 
for  the  adjustment  of  all  contracts  settled." 

Reverting  to  the  previous  transactions  between  A,  B,  and 
C,  assume  that  the  settling  price  is  $1.9054.  What  payments 
take  place  ? 

A's  Settlements.  A's  contracts  cover  a  purchase  of  10,000 
bushels  of  May  wheat  at  $1.90  from  B,  and  a  sale  to  C  at 
$1.95.  A's  customer  receives  credit  for  $500.  How  does 
A  receive  this  money  as  a  result  of  the  ring  settlements  made 
between  A,  B,  and  C  ?  The  rule  is  as  follows : 

First,  apply  the  settlement  price  of  $1.90^2  against  A's 
purchase  from  B.  To  record  this  an  entry  is  made  similar  to 
that  which  would  have  been  made  had  he  sold  to  B.  The 
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result  is  as  follows:  Bought  at  $1.90,  ring  price  $1.90^, 
difference  of  ^  cent  on  10,000  bushels,  or  $50,  which  is  the 
amount  due  to  A  from  B. 

Second,  apply  the  settlement  price  of  $1.90^  against  the 
contract  sold  to  C  at  $1.95,  making  an  entry  similar  to  that 
which  would  have  been  necessary  had  a  purchase  been  made 
from  C.  Thus:  subtract  ring  price  of  $1.90^,  from  sold 
price  of  $1.95,  and  the  difference  of  4^  cents  on  10,000 
bushels  equals  $450.  This  amount  is  due  A  from  C.  The 
total  received  by  A  from  B  and  C  amounts  to  $500,  thereby 
equaling  the  profit  made  by  A's  customer.  In  this  way  A  is 
reimbursed  for  the  credit  given  by  him  to  his  customer. 

B's  Settlements.  B  has  bought  from  C  at  $1.98  and  sold 
to  A  at  $1.90,  thus  losing  8  cents  on  10,000  bushels,  or  $800. 
Applying  the  settling  price  of  $1.90^  the  result  is:  (i)  the 
payment  to  C  of  a  7%  cents  difference,  or  $750,  (2)  the  pay- 
ment of  $50  to  A,  which  makes  a  total  of  $800. 

The  rule  of  applying  the  ring  settlements  against  the  pur- 
chase and  sale  contracts  respectively,  as  is  "done  in  A's  books, 
is  to  be  applied  here  in  order  to  obtain  the  above  results. 

C's  Settlements.  C  has  bought  from  A  at  $1.95  and  sold 
to  B  at  $1.98,  realizing  a  profit  of  3  cents  a  pound  or  $300 
on  the  10,000  bushels  of  May  wheat.  Again  adopting  the 
settling  price  and  applying  it  as  before,  the  following  results 
are  obtained :  ( I )  the  payment  of  4^2  cents  a  pound  or  $450 
to  A;  (2)  the  receipt  from  B  of  7^2  cents  a  pound,  or  $750; 
and  (3)  net  result,  a  receipt  of  $300,  reconciling  the  profit 
realized  with  the  amount  received. 

Clearing  House  of  the  Board  of  Trade 

The  question  might  properly  be  raised  whether  A,  B,  and 
C  enter  into  a  secret  understanding  whereby  each  party  agrees 
to  a  subrogation  of  the  others'  claims.  Such  is  not  the  case, 
because  a  common  instrumentality  is  used,  namely,  a  clearing 
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house  through  which  these  offset  credit  and  debit  items  are 
cleared  daily.  This  institution  works  along  the  lines  of  the 
ordinary  bank  clearing  house,  where  debit  and  credit  items 
are  offset  and  only  one  settlement  by  each  bank  takes  place 
instead  of  many  settlements.  In  the  case  under  consideration 
B,  who  is  the  sole  debtor,  pays  $800  to  the  clearing  house, 
which  in  turn  honors  A's  draft  on  it  for  $500  and  C's  draft 
for  $300.  A,  B,  and  C  each  file  a  clearing  sheet  daily,  showing 
the  amounts  due  to  or  claimed  from  other  brokers. 
A's  sheet  appears  as  shown  in  Form  24. 

Records  of  Board  of  Trade  Settlements 

By  reason  of  the  system  of  clearance  on  the  Board  of 
Trade,  the  broker  in  Chicago,  in  addition  to  recording  the 
transactions  of  his  customers,  is  also  compelled  by  rules  and 
regulations  to  keep  a  record  of  his  settlements  with  other 
brokers.  His  system  of  accounting  is  similar  to  that  employed 
by  members  of  New  York  commodity  Exchanges  in  every 
respect  except  in  the  matter  of  clearances,  which  are  unlike 
those  on  the  New  York  Exchanges.  As  a  result  of  this  it  is 
necessary  for  him  to  keep  such  additional  books  of  account  as 
will  show  his  relationship  to  other  member  brokers  in  Chicago. 
Therefore  he  records  transactions  not  only  in  the  purchases 
and  sales  book,  customers  margin  book,  customers  contract 
book,  analysis  journal,  customers  ledger,  general  journal,  cash  ' 
book,  and  general  ledger,  but  he  also  keeps  books  to  record  his 
transactions  with  other  brokers.  A  brief  explanation  of  these 
books  follows. 

Contract  Blotter 

The  daily  transactions  are  written  up  in  the  contract  blotter 
and  sorted  according  to  the  commodity.  Opposite  the  entry 
appears  the  name  of  the  broker  with  whom  the  trade  was  made. 
This  facilitates  the  posting  of  the  transactions  to  the  second 
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book,  the  Street  ledger.  In  this  book  (Form  25),  which  has 
been  referred  to  briefly  as  a  "record,"  several  pages  are 
allotted  to  each  broker  showing  the  respective  commodities 
contracted  for  and  the  specific  contracts  or  delivery  months. 
The  accounts  with  broker  B,  for  example,  will  show  contracts 
in  May  wheat,  May  corn,  May  lard,  December  pork,  September 
ribs,  etc. 

Arrangement  of  the  Street  Ledger 

Being  posted  from  a  contract  blotter,  the  Street  ledger 
contains  all  the  facts  relating  to  the  original  transaction  and 
the  eventual  consummation  of  this  transaction  by  offset 
through  direct  settlement,  ring  settlement,  or  delivery 
settlement. 

The  title  of  the  page  indicates  clearly  the  name  of  the 
broker  with  whom  the  contract  has  been  made  and  the  specific 
delivery  month  of  the  given  commodity.  The  columnar  ar- 
rangement is  as  follows :  to  the  extreme  left,  the  date  of  pur- 
chase or  settlement  (as  each  contract  in  wheat,  for  example,  is 
10,000  bushels,  one  line  represents  one  contract) ;  the  second 
column  provides  for  the  price;  the  third,  for  remarks,  i.e.,  for 
cross-reference  to  the  broker  with  whom  a  ring  settlement  has 
been  effected.  Following  this  is  a  dividing  line  separating  the 
purchases  from  the  sales  side.  An  entry  on  the  left  side  of  the 
page  may  indicate  either  a  purchase  or  a  ring  settlement  against 
a  previous  sale,  and  vice  versa ;  an  entry  on  the  right  side  may 
indicate  a  sale  against  a  previous  purchase,  or  it  may  indicate 
a  ring  settlement.  This  second  division,  or'right-hand  side  of 
the  ledger,  also  contains  columns  for  the  date,  price,  and 
remarks. 

As  settlements  are  inevitable,  suitable  provision  is  made  for 
a  record  of  the  receipts  and  payments  of  money.  The  ledger 
therefore  provides  for  two  monetary  columns  to  the  extreme 
right  of  the  page;  one  for  the  payments  to  others  as  the  result 


CHICAGO  BOARD  OF  TRADE  267 

of  adverse  settlements,  and  the  other  for  receipts  from  others 
as  the  outcome  of  favorable  settlements.  When  payments  and 
receipts  are  spoken  of,  those  effected  through  the  medium  of 
the  clearing  house  are  referred  to  exclusively. 

The  ledger  not  being  a  book  of  account,  no  significance  is 
to  be  attached  to  these  monetary  columns,  which  merely  indi- 
cate the  settled  status  of  recorded  contracts.  Since  the  net 
payments  or  receipts  effected  through  the  clearing  house  are 
credited  and  charged  respectively  to  Contract  Differences,  that 
account  only  is  of  financial  significance  for  trial  balance  or 
balance  sheet  purposes. 

Brokers'  Margin  Record 

The  title  of  this  book  is  indicative  of  its  contents.  It 
records  margins  deposited  with  the  clearing  house  as  security 
against  any  possible  loss  which  might  be  sustained  through 
the  failure  of  the  member  with  whom  contracts  were  made 
and  which  are  still  unliquidated.  For  example,  if  broker  A 
sells  to  broker  B  50,000  bushels  of  May  wheat  at  $1.95,  and 
the  price  subsequently  declines  to  $1.80,  the  difference  of  15 
cents  per  bushel  on  the  unliquidated  contracts  may  be  de- 
manded by  A  from  B,  the  latter  responding  by  depositing  in 
trust  a  check  or  securities  equaling  in  value  the  market  impair- 
ment on  B's  contracts.  Hence,  a  record  of  all  open  contracts 
is  kept  in  this  margin  book  and  a  daily  inspection  determines 
the  marginal  status  of  all  contracts  with  B  on  A's  books.  If 
the  market  price  operates  against  B,  a  margin  call  is  issued 
by  A  to  B,  who  makes  a  deposit  as  explained  above.  It  is 
incumbent  upon  the  one  whom  the  market  favors  to  issue  the 
call  to  the  broker  whose  contracts  show  impairment  from  the 
original  purchase  or  sales  price.  When  the  contracts  are  liqui- 
dated by  direct,  ring,  or  delivery  settlements,  and  the  difference 
is  paid  to  the  claiming  party,  the  margins  previously  deposited 
are  restored  to  the  broker  who  originally  deposited  them. 
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Settlement  Book 

This  record  shows  all  the  items  claimed  from  or  due  to 
other  members  on  liquidated  contracts.  One  page  is  allotted 
to  "owed"  items  and  the  other  to  "claimed"  items.  In  fact, 
the  record  is  kept  as  a  means  of  perpetuating  the  items  settled 
each  day  through  the  medium  of  the  clearing  house. 

Contract  Differences  and  the  Point  Balance 

The  Contract  Differences  account  for  Chicago  commodities 
can  be  proved  by  the  same  method  as  described  in  the  section 
of  the  book  dealing  with  cotton  brokerage. 

Closing  the  Books 

The  final  accounting  in  conjunction  with  closing  the  books 
containing  transactions  in  oil,  coffee,  sugar,  grain,  and  pro- 
visions, necessitates  adjusting  entries  similar  in  every  respect 
to  those  described  in  the  discussion  of  cotton  brokerage. 

Filing  Form  747 

The  Internal  Revenue  Department  has  ruled  that  Form  747 
must  be  filed  for  each  commodity  dealt  in  for  future  delivery 
on  the  Exchanges.  In  Appendix  F  are  given  the  department's 
general  instructions  for  making  out  the  form. 

The  material  points  in  the  return  are  the  manner  in  which 
transactions  are  settled  and  the  amount  of  tax  paid  on  the 
gross  sales  during  the  month. 

The  statement  begins  with  the  contracts  carried  over  from 
the  last  preceding  month,  and  then  recites  the  options  pur- 
chased and  sold  and  the  tax  paid  upon  the  total  daily  sales 
of  the  respective  options.  To  simplify  the  tax  payments,  the 
Internal  Revenue  Department  permits  the  broker  to  make  a 
monthly  payment  in  stamps  to  the  clearing  houses  of  the 
various  commodity  Exchanges,  covering  the  entire  assessment 
at  the  rate  of  2  cents  per  $100  of  value  and  fractions  thereof. 
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CHAPTER  XXVI 

AUDIT  OF  STOCK  BROKERAGE  BOOKS 

Purposes  of  Audit 

The  auditing  of  stock-brokers'  books  is  a  new  departure 
for  the  accountant.  Because  of  the  technical  brokerage  knowl- 
edge required,  an  auditor  can  accomplish  very  little  without  a 
thorough  knowledge  of  Wall  Street  technique.  Nevertheless, 
it  should  be  recognized  that  there  is  as  much  need  for  an  audit 
of  the  Street's  records  as  there  is  for  the  examination  of 
records  in  any  line  of  commercial  endeavor. 

At  this  point  the  following  extract  from  the  report  of 
Governor  Hughes's  Commission  on  Speculation  in  Securities 
and  Commodities  (1909)  is  of  interest  as  indicating  the  Com- 
mission's position  on  periodic  audits : 

Failures  and  examination  of  books :  The  advisability  of  re- 
quiring by  State  authority  an  examination  of  the  books  of  all 
members  of  the  Exchange,  analogous  to  that  required  of 
banks,  is  urged  upon  us.  Doubtless  some  failures  would  be 
prevented  by  such  a  system  rigidly  in  force,  although  bank 
failures  do  occur  in  spite  of  the  scrutiny  of  examiners.  Yet 
the  relations  between  brokers  and  their  customers  are  of  so 
confidential  a  nature  that  we  do  not  recommend  an  examina- 
tion of  their  books  by  any  public  authority.  The  books  and 
accounts  of  members  of  the  Exchange  should,  however,  be 
subjected  to  a  periodical  examination  and  inspection  pursuant 
to  rules  and  regulations  to  be  prescribed  by  the  Exchange, 
and  the  result  should  be  promptly  reported  to  the  Governors 
thereof. 

Granting,  then,  the  necessity  for  periodic  examinations  of 
brokers'  books,  what  should  an  audit  of  brokerage  records 
show?  Ordinarily  it  should  result  in  a  report  by  the  ac- 
countant, commenting  upon  the  financial  condition  of  the 
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client,  passing  upon  the  correctness  of  the  financial  statements, 
and  construing  such  of  the  financial  reports  as  focus  the 
operations  of  the  period  under  review.  Robert  H.  Mont- 
gomery gives  the  .general  purposes  of  an  audit  as  follows  i1 

To  ascertain  the  actual  financial  condition  and  earnings 
of  an  enterprise  for : 

(a)  Its  proprietors  (partners  or  stockholders) 

(b)  Its  executives  (managers,  officers,  or  directors) 

(c)  Bankers  or  investors  .... 

(d)  Bankers  who  are  considering   the   discounting  or 

purchasing  of  its  promissory  notes. 

and  to  detect : 

(a)  Errors  of  principle 

(b)  Clerical  errors 

(c)  Errors  of  omission 

(d)  Errors  of  commission 

(e)  Offsetting  errors. 

With  the  purposes  of  an  audit  thus  defined,  let  us  consider 
the  usefulness  of  such  an  examination  to  the  broker.  First, 
an  audit  will  serve  his  interest  by  giving  him  a  comprehensive 
and  intelligent  statement  of  his  business,  its  earnings  and 
financial  status.  Second,  it  will  help  him  in  the  future  manage- 
ment of  his  business.  Third,  an  audit  will  help  him  materially 
in  procuring  the  necessary  surety  insurance. 

It  may  also  be  said  that  there  is  a  satisfaction  in  the  knowl- 
edge which  an  audit  gives  that  no  irregularities  are  occurring. 
In  the  brokerage  business  the  possibilities  of  speculation  are 
great.  "Money"  is  the  only  commodity  handled,  and  there 
should  therefore  be  no  doubt  as  to  the  expediency  of  periodic 
inspections  by  a  competent  person  and  as  to  the  value  of  a 
statement  from  him  certifying  to  the  condition  of  the  business 
and  the  correctness  of  its  operation. 

Before  proceeding  further  the  point  should  be  emphasized 
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that  an  audit,  whether  made  at  the  instance  of  an  Exchange,  a 
partner,  or  a  customer,  should  not  be  superficial;  it  should  be 
intensely  scrutinizing.  More  than  once  have  accounts  been 
passed  over  whose  very  construction  should  have  elicited  pro- 
found questioning  by  the  auditor.  The  accounts  spread  upon 
the  broker's  books  are  too  crowded  with  values  to  allow  of  a 
perfunctory  handling. 

Scope  of  Audit 

The  scope  of  a  Wall  Street  audit  is  the  next  important 
matter.  What  does  it  call  for?  Is  it  to  be  a  periodic  audit? 
Is  it  to  be  a  thorough  examination  or  an  inspection  of  one 
particular  account?  What  should  the  audit  of  the  securities 
department  embrace  ? 

The  following  is  an  outline  of  the  requirements  of  an 
audit  which  calls  for  a  thorough  examination  of  a  concern 
with  memberships  on  all  the  important  Exchanges  : 

/i.  Verification  of  cash — petty  and  general. 
*  2.  Proof  of  the  correctness  of  stock  accounts  receivable, 
long  of  securities. 

3.  Verification  of  accounts  receivable  having  no  equity 

in  securities  but  representing  for  the  most  part 
credit  advances  to  customers  for  the  purpose  of 
investment  and  speculation — open  debits  which  are 
considered  perfectly  collectible. 

4.  Examination   of   notes   receivable   lodged   with   the 

broker. 

5.  Ascertainment  of  the  sufficiency  of  margins  on  all 

commitments  in  the  market. 
J  6.  Physical  examination  of  securities   in  the  broker's 

possession  representing  the  purchases  of  customers 

on  a  marginal  basis. 
"*7-  Physical  examination  of  securities  which  the  broker 

is  holding  for  safe-keeping  for  his  customers. 
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^  8.  Confirmation  with  brokers  in  the  Street  of  any  loans 
made  on  collateral  by  the  client,  paying  special 
attention  to  the  nature  and  adequacy  of  the  col- 
lateral in  the  loan,  the  interest  rates,  and  the  dura- 
tion of  the  loan — whether  on  time  or  demand — and 
if  on  time,  whether  for  30  or  60  days,  or  for  a 
longer  period. 

J  9.  Examination  of  securities  owned  by  the  broker  and 
the  place  of  deposit. 

10.  Depreciation  of  such  securities. 

11.  Examination  of  the  item  "furniture  and  fixtures," 

particularly  as  to  the  matter  of  depreciation  and 
whether  any  capital  assets  of  this  class  have  been 
charged  to  income.  This  error  when  committed  is 
usually  due  to  lax  conduct  of  affairs  and  total 
ignorance  of  proper  accounting  principles. 

12.  As  many  brokers  also  do  a  banking  business,  they 

frequently  have  their  own  buildings,  upon  which 
taxes  are  payable  and  upon  which  depreciation  is 
to  be  calculated. 

The  item  of  stocks  borrowed  against  short  sales  is 
important  enough  to  warrant  confirmation  by  the 
lender  of  the  description  and  number  of  shares, 
and  of  the  price  and  rate  at  which  they  have  been 
borrowed. 

14.  Dividends  which  have  been  or  are  to  be  received  on 

long  stocks  should  receive  careful  attention. 

15.  Treatment  of   dividends   in   the   event   of   an  even 

interest  in  the  stock,  that  is,  where  some  accounts 
are  long  and  others  are  short  of  the  same  security 
during  dividend  time. 

16.  In  connection  with  dividends,  the  consideration  of 

due  bills  receivable  to  corroborate  the  right  to 
dividends,  the  payments  of  which  are  pending. 
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The  foregoing  list  of  audit  requirements  relates  to  the 
asset  section  of  the  balance  sheet.  On  the  liability  side,  the 
audit  should  embrace : 

1.  Accounts  payable  representing: 

(a)  Open  credit  balances,  in  which,  however,  the 

accounts  have  no  further  equity  by  reason 
of  long  securities. 

(b)  Open  balances,  when  the  accounts  also  include 

holdings  of  stocks  or  bonds. 

2.  Verification  of  accounts  payable  subject  to  the  pur- 

chase, or  cover,  of  short  securities. 

3.  Certification  of  the  correctness  of  the  Notes  Payable 

account. 

4.  Verification    of    dividends    payable,    whether    arising 

from  borrowed  stock  or  from  certificates  having 
remained  in  the  client's  name  after  the  date  of  sale. 
In  connection  with  this  the  due  bills  outstanding 
which  attest  to  liability  for  dividend  payments  by 
the  client  should  be  proved. 

^  5.  Examination  of  Stocks  Loaned  account,  covering 
names  of  borrowers,  number  of  shares,  description 
of  issues,  and  the  prices  and  rates  at  which  the  loans 
stand. 

6.  Confirmation  with  the  lending  bank  or  broker  of  any 
money  borrowed  on  collateral  by  the  client,  cor- 
robating  the  amount  of  the  loan,  its  duration,  the 
collateral,  and  the  rates  of  interest. 

The  third  list  of  audit  requirements  concerns  itself  mainly 
with  the  economic  or  income  statement  accounts.  For  this 
it  is  necessary: 

i.  To  examine  into  the  adequacy  of  reserves  provide'd 
for  depreciation  of  fixed  assets  and  doubtful  ac- 
counts, directing  such  adjusting  entries  to  be  made 
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as  seem  necessary  or  consistent  with  the  policy  of 
the  client  whose  books  are  being  examined. 

2.  To  verify  the  Commission  account,  which  will  present 

no  little  hardship,  for  here  it  will  become  necessary 
to  check  the  individual  credits  and  debits  from  the 
blotters — clearing  house  and  ex-clearing  house — or 
from  the  purchases  and  sales  books. 

3.  To  verify  the  interest  on  customers'  accounts. 

4.  To  verify  the  interest  debits  or  credits  on  account  of 

stocks  loaned  or  borrowed. 

5.  To  verify  the  premiums  on  stocks  loaned  or  borrowed. 

6.  To  confirm  with  the  lender  or  borrower  the  interest 

on  money  borrowed  or  loaned. 

7.  To  examine  into  the  apportionment  over  the  period  of 

membership  dues  usually  paid  in  advance. 

8.  To  examine  into  other  deferred  debit  items,  such  as 

insurance  on  building,  taxes,  etc. 

Finally,  the  capital  accounts  of  the  partners  and  the  just 
distribution  of  profits  and  losses  according  to  the  articles  of 
copartnership  will  claim  the  attention  of  the  auditor  in  charge 
of  the  examination. 


CHAPTER   XXVII 

AUDIT  OF  STOCK  BROKERAGE  BOOKS 
ASSET  ACCOUNTS 

While  the  audit  outline  of  the  preceding  chapter  is  fairly 
comprehensive,  it  might  include  a  number  of  other  factors 
which  are  likely  to  be  encountered  in  any  particular  audit  and 
which  must  be  given  careful  consideration.  For  instance, 
there  may  be  a  substitution  of  securities  while  the  securities 
accounts  are  being  inspected,  or  a  sale  of  certain  securities 
while  the  auditor  is  working  on  the  account  in  which  they  are 
entered.  Such  possibilities  must  be  recognized  and  provided 
for,  as  it  is  obvious  that  if  once  the  control  of  securities  is 
lost  continuance  of  the  examination  becomes  absurd. 

In  the  present  consideration  it  is  not  intended  to  lay  down 
any  hard  and  fast  rules  of  procedure,  but  only  to  suggest  the 
method  of  verifying  unusual  items  and  to  call  attention  to  those 
features  of  the  audit  which  require  more  careful  attention  or 
involve  a  special  procedure. 

Stock  Accounts  Receivable 

Unlike  the  mercantile  business  where  almost  every  entry 
grows  out  of  the  purchase,  sale,  or  return  of  merchandise,  and 
where  a  charge  to  a  customer's  account  presupposes  such  a 
transaction,  the  accounts  receivable  of  stock  houses  may  repre- 
sent several  other  kinds  of  transactions.  They  may  show 
purchases  of  stocks  still  "long,"  balances  without  equity  to  the 
customer,  or  mere  advances  to  the  trader  for  one  reason  or 
another. 

The  only  sources  of  entries  to  the  customers  ledgers  are 
the  blotters,  the  duplicates  of  the  memoranda  of  purchases  or 
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sales  sent  to  customers,  and  the  supplementary  journal.  These 
records  may  therefore  be  depended  upon  to  reveal  a  complete 
history  of  the  transactions  appearing  in  the  accounts  receivable. 
Having  by  this  means  established  the  accuracy  and  the  nature 
of  the  particular  account  under  examination,  we  must  admit 
such  possibilities  as  may  require  further  proof  of  the  regularity 
and  correctness  of  any  particular  account.  Is  it  identified  by 
a  number  instead  of  a  name?  Or  does  it  bear  a  misleading 
letter?  In  either  case  the  rule  to  be  adopted  is  the  authentica- 
tion of  the  account  by  the  client,  or  by  some  person  in  au- 
thority. There  need  be  no  cause  for  immediate  alarm  when  a 
numbered  or  lettered  account  is  met,  for  in  no  other  business, 
perhaps,  are  the  accounts  of  large  customers  more  sacredly 
guarded.  Nor  is  there  anywhere  greater  need  for  a  positive 
verification  of  accounts  receivable  than  here.  Much  collusion 
can  be  practiced  by  clerks  through  the  operation  of  fictitious 
accounts — a  fact  that  some  years  since  was  brought  out  very 
forcibly  by  the  testimony  of  a  member  of  a  certain  Exchange, 
whose  concern  carried  the  account  of  a  prominent  executive 
of  Albany.  More  recently  the  suspension  of  brokers  has  been 
brought  about  by  the  speculation  of  clerks  using  fictitious  ac- 
counts. 

In  any  event,  the  auditor  should  insist  upon  a  statement 
from  his  client  to  the  effect  that  all  such  numbered  or  lettered 
accounts  are  known  to  him.  Also  the  identity  of  the  customer 
should  be  made  known  to  the  auditor,  whereupon  the  usual 
letter  of  the  client  should  accompany  the  auditor's  request  for 
verification  of  balances  and  securities  as  appearing  upon  the 
statement  of  the  customer.  At  the  same  time,  the  number  of 
shares,  the  description  of  the  securities,  the  balances  against 
or  in  favor  of  the  customer,  should  be  recorded  on  a  separate 
statement  for  the  auditor's  benefit ;  or  else  the  statement  of  the 
customer  should  be  duplicated  or  copied  in  a  press  book  before 
being  mailed  to  the  customer.  Invariably  the  customer  will 
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respond  very  slowly,  or  not  at  all,  and  a  second  request  should 
be  sent  by  registered  mail. 

If  still  further  scrutiny  is  desirable,  the  auditor  may  go 
to  the  length  of  procuring  the  client's  authentication  of  all 
signatures  subscribed  to  the  returned  letters  of  confirmation. 
If  any  of  the  customers  fail  to  reply  after  repeated  requests 
are  made,  the  client  should  be  apprized  of  the  fact  in  the  report 
rendered  at  the  close  of  the  examination. 

Under  stock  accounts  receivable  another  salient  feature 
should  be  noted,  namely,  the  sufficiency  or  insufficiency  of 
margins.  As  has  been  pointed  out  under  the  subject  of  equity 
tables,  a  customer's  account  may  be  approaching  the  danger 
mark  as  far  as  his  margins  are  concerned.  Again,  there  may 
not  be  a  vestige  of  margin  left  in  the  account,  so  that  the  dif- 
ference between  the  ledger  debit  and  the  market  value  of  the 
securities  held  by  the  customer  results  in  a  deficit  to  the  cus- 
tomer's account  after  sale.  Here  the  nature  of  the  account 
would  change  from  a  stock  account  receivable  to  an  ordinary 
doubtful  or  uncollectible  account  receivable. 

Guaranteed  Accounts 

In  his  investigation  the  accountant  should  not  only  be  care- 
ful of  numbered  and  lettered  accounts,  but  he  should  exercise 
due  diligence  in  the  matter  of  guaranteed  accounts.  Very 
often  it  is  not  apparent  from  the  ledgers  that  a  deficit  account, 
in  which  the  debit  balance  is  not  fully  secured  by  the  market 
value  of  the  collateral  therein  contained,  may  be  guaranteed  by 
the  account  of  another  customer  with  a  credit  balance  suf- 
ficiently large  to  secure  the  guarantor's  debit  balance  and  also 
that  of  the  person  whose  debit  balance  is  guaranteed.  This 
information  may  not  be  disclosed  to  the  auditor  unless  a  writ- 
ten guarantee  is  on  file  in  the  broker's  office. 

In  conclusion,  it  may  be  said  that  a  general  classification 
should  be  made  of  the  various  stock  accounts  receivable, 
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grouping  together  margined  accounts,  deficit  accounts  contain- 
ing securities  and  those  not  containing  securities. 

The  Revenue  Stamps  Accounts 

The  Revenue  Stamps  accounts  are  nothing  more  than 
inventory  accounts.  They  record  the  purchase  of  stamps  on 
the  debit  side  and  the  consumption  figure  on  the  credit  side, 
which  represents  the  use  of  the  stamps  on  account  of  sales  or 
transfers.  The  balance  figures  should  agree  with  those  re- 
sulting from  a  physical  inventory  taken  by  the  auditor. 

The  item  of  revenue  stamps  is  an  important  one  requiring 
keen  inspection,  as  the  amount  carried  by  a  large  brokerage 
house  may  be  very  considerable. 

Securities  of  Customers — Stocks 

Whether  the  customer  is  long  or  short  of  securities,  every 
single  share  of  stock  as  recorded  by  the  securities  ledger  should 
be  traced  to  its  place  of  deposit.  If  a  customer,  for  instance, 
is  long  of  100  shares  of  Steel,  the  stock  should  be  in  the  vault, 
in  the  transfer  office,  in  a  stock  loan,  in  a  collateral  loan  with 
some  bank  or  broker,  or  should  appear  as  a  Failure  to  Receive 
item.  Its  location  should  be  confirmed  by  physical  examina- 
tion. 

Or,  if  a  customer  is  short  of  Steel,  the  shares  should  be 
accounted  for  in  one  of  two  ways :  if  they  are  borrowed,  by 
communicating  with  the  lender;  or,  if  100  shares  of  long 
Steel  held  by  another  customer  have  been  used  to  make  delivery 
against  the  short,  by  checking  against  the  securities  record. 
It  should  be  remembered  that  the  broker  may  use  securities 
long  and  carried  on  margin  only  upon  certain  conditions. 

Under  Section  956  of  the  Penal  Code,  securities  deposited 
for  safe-keeping  only  must  not  be  used  by  the  broker  without 
the  customer's  permission.  As  a  general  rule  all  securities 
deposited  for  safe-keeping  only,  or  which  have  been  paid  for 


AUDIT  OF  STOCK  BROKERAGE  BOOKS  281 

by  customers,  should  be  placed  in  individual  envelopes  and 
kept  in  a  special  deposit  box  or  vault. 

Wherever  possible,  in  cases  involving  such  securities,  a 
thorough  examination  of  the  certificates  of  stock  should  be 
made.  If  the  auditor  is  engaged  in  verifying  securities  and 
occasion  should  arise  for  the  broker  to  use  a  particular  certifi- 
cate of  stock,  the  serial  number  should  be  taken  and  a  nota- 
tion made  accounting  for  this  certificate  in  one  of  the  following 
ways : 

1.  Sale. 

2.  Pledged  as  collateral  in  a  loan. 

3.  Lent  out  in  the  Street. 

4.  At  the  transfer  office  for  re-registration. 

5.  At  the  bank  for  purposes  of  substitution;  that  is,  to 

be  exchanged  for  such  securities  as  might  be  neces- 
sary for  delivery  against  a  sale. 

In  the  last  case,  the  certificates  which  are  received  in  re- 
turn should  be  accounted  for  by  a  record  being  made  of  their 
receipt. 

Bonds 

Bonds  are  either  registered  or  coupon  in  character.  In 
examining  coupon  bonds  it  should  be  noted  that  all  coupons 
are  intact,  and  any  irregularities  should  be  brought  to  the 
client's  attention.  For  example,  if  a  bond  bearing  January 
and  July  coupons  be  examined  in  June,  it  should  bear  the 
coupon  of  July  of  the  same  year  and  all  others  until  maturity. 
Defaulted  bonds  should  carry  all  coupons  since  the  date  of 
default. 

The  necessity  of  determining  whether  all  coupons  have 
been  placed  to  the  credit  of  the  account  owning  the  bonds 
becomes  very  patent.  Coupons,  while  they  are  negotiable 
(being  bearer  instruments),  are  nevertheless  subject  to  a  col- 
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lection  rule  laid  down  by  most  banks,  namely,  that  all  coupons 
must  be  enclosed  in  an  envelope  bearing  the  name  of  the 
depositor  and  that  of  the  corporation  by  which  the  coupons 
are  payable.  Some  check  on  the  coupons  is  possible  along 
these  lines. 

If  registered  as  to  interest,  registered  bondholders  receive 
interest  checks  direct  from  the  paying  company.  Here  too,  a 
watchful  eye  must  be  given  to  the  payments  of  interest  made 
during  the  period,  or  pending  between  the  commencement  of 
the  examination  and  the  completion  thereof.  In  the  matter  of 
bonds  registered  as  to  principal,  the  serial  numbers  should  be 
recorded,  and  it  should  be  noted  that  the  bond  is  not  negotiable 
in  nature. 

Depreciation  of  Securities  Owned 

Securities  may  be  held  for  investment  by  the  broker.  In 
such  cases  the  tendency  is  to  carry  securities  at  cost,  but  con- 
servatism and  good  accounting  principles  dictate  the  practice 
of  taking  cognizance  of  any  change  in  values,  particularly 
if  such  values  show  a  depreciation.  As  the  auditor  is  employed 
to  examine  books  and  not  to  criticize  methods  or  policies  of 
his  client,  he  can  hardly  do  more  than  make  the  matter  of 
depreciated  values  an  item  in  his  report.  Needless  to  say,  if 
he  is  requested  to  adjust  values  he  should  not  overlook  this 
important  account. 

Money  Loaned  Account 

It  is  not  an  uncommon  practice  for  brokers  to  lend  money 
in  the  "money  loan  crowd"  of  the  Exchange.  A  loan  thus 
created  is  subject  to  examination  by  the  auditor  and  should  be 
confirmed  by  the  borrower  as  to  the  collateral  behind  it,  its 
amount,  its  rate  of  interest,  and  its  duration.  Inasmuch  as 
the  loan  envelope  is  available  for  inspection,  this  should  be 
taken  advantage  of  to  substantiate  the  record  of  it  appearing 
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in  the  Money  Loaned  account  in  the  general  ledger.  The 
adequacy  of  margin  should  be  investigated,  and  in  the  event 
of  insufficiency  should  be  brought  to  the  notice  of  the  client. 
With  respect  to  liquidated  loans,  the  auditor  should  test  the 

correctness  of  the  interest  received  on  them. 

^ 

Internal  Check  of  Securities 

In  large  brokerage  houses  it  becomes  a  very  serious  problem 
each  month  to  establish  the  accuracy  of  the  entries  in  the 
securities  record.  Where  the  volume  of  business  is  heavy,  it 
is  most  expedient  to  resort  to  a  monthly  verification  of  the 
record. 

The  following  procedure  is  suggested  to  the  accounting 
department  or  the  visiting  accountant  as  one  which  is  most 
convenient  and  thorough  in  determining  beyond  a  doubt  the 
location  and  status  of  all  stocks  and  bonds,  either  in  the  custody 
of  the  broker  or  pledged  by  him : 

1.  "Take-off"  sheets  are  compiled  from  the  margin  records 
as  of  the  day  preceding  the  last  business  day  in  the  month.  This 
date  is  taken  because  the  transactions  occurring  on  the  last 
day  of  the  month  are  passed  on  the  books  the  first  of  the  fol- 
lowing month,  and  are  thus  beyond  the  scope  of  the  work  in 
hand.     Starting  with  A.  Adams  and  proceeding  to  Z.  Zayers, 
the  respective  holdings  of   customers,   as  evidenced  by  the 
margin  records,  are  transferred  to  these  take-off  sheets.    These 
sheets  are  arranged  alphabetically  in  order  to  facilitate  the 
sorting  of  securities. 

2.  The  take-off  sheets  above  referred  to  are  now  analyzed 
and  are  then  grouped  under  the  captions  descriptive  of  the 
security  which  is  to  be  classified.     As  an  example,  taking  A. 
Adams'  account,  the  Anaconda  shares  are  listed  on  the  clas- 
sifying sheet  under  the  Anaconda  heading.     The  same  stock 
appearing  in  B.  Brown's  account  is  also  transferred  to  the 
classifying  sheet  under  the  Anaconda  listing.    The  same  pro- 
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cess  is  repeated  for  each  stock  or  bond  until  all  the  customers' 
or  the  firm's  holdings  are  registered  on  the  classifying  sheet. 

3.  The  confirmations  sent  to  banks  in  connection  with  the 
verification  of  collateral  bank  loans  and  those  sent  to  brokers  to 
check  stocks  borrowed  and  stocks  loaned  as  of  the  last  day  of 
the  month  are  all  manifolded,  so  that  duplicate  copies  of  each 
are  retained  in  the  office  and  made  to  serve  in  assisting  the 
verification  of  the  securities  record.     These  duplicates  are  ar- 
ranged alphabetically,  also  according  to  bank  loans  and  stocks 
borrowed  or  loaned. 

4.  As  the  securities  in  transfer,  securities  in  vault,  and 
"failed  to  receive"  or  "failed  to  deliver"  books  provide  such 
information  as  is  required  for  a  complete  verification  of  securi- 
ties, listings  are  compiled  from  these  respective  books,  or  the 
books  themselves  are  used  as  a  basis  for  checking  against  the 
stock  record. 

We  are  now  ready  to  proceed  with  the  checking  of  the 
securities  record.  As  this  book  is  arranged  alphabetically,  ac- 
cording to  the  name  of  the  stock  or  bond,  the  record  is  called 
first  on  the  "long"  side  and  then  on  the  "short"  side.  As  an 
example,  if  A.  Adams  is  long  of  100  shares  of  Anaconda,  the 
Anaconda  sheet  in  the  securities  record  reveals  this  fact,  and 
the  classifying  sheet,  under  the  caption  of  "Anaconda,"  sub- 
stantiates the  fact  that  Adams  is  long  of  100  shares  of  the 
above-named  security.  The  disbursement,  or  the  credit  side 
of  the  Anaconda  sheet  in  the  securities  record  shows  the  dis- 
position of  these  shares,  and  if  they  appear  in  the  Chase  Na- 
tional Bank  as  collateral,  the  duplicate  confirmation  covering 
the  loan  with  the  Chase  National  Bank  bears  testimony  to  the 
position  of  the  shares  referred  to.  The  same  procedure  is 
followed  in  the  case  of  stocks  borrowed,  stocks  loaned,  securi- 
ties in  the  vault,  securities  in  transfer,  and  stocks  "failed  to 
receive"  or  "failed  to  deliver."  In  this  way  the  verification 
is  complete  in  all  respects;  any  errors  discovered  are  immedi- 
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ately  adjusted,  and  the  stock  record  becomes  a  perfect  basis 
for  the  ensuing  month's  audit. 

The  foregoing  suggestion  outlining  the  procedure  in  rela- 
tion to  the  internal  check  of  securities  emphasizes  the  necessity 
for  analyizing  the  securities  record  into  its  component  parts,  in 
order  to  make  possible  a  complete  verification  of  the  stocks  and 
bonds  of  which  customers  may  be  either  long  or  short. 

At  times  difficulty  is  experienced  by  the  auditor  in  gaining 
access  to  the  securities  record,  as  the  book  may  be  in  use  at 
the  time  it  is  wanted.  Under  such  circumstances  it  is  advisable 
to  compile  the  position  of  the  securities  from  the  underlying 
records,  which  are  as  follows :  depot  or  vault  list,  active  box 
book,  transfer  register,  stocks  loaned  book,  money  borrowed 
book,  stocks  borrowed  book,  "failed  to  deliver"  book,  "failed 
to  receive"  book.  The  completed  compilation  is  nothing  short 
of  a  duplicate  securities  record  and  is  made  part  of  the  report 
submitted  to  the  client.  It  also  provides  an  excellent  means 
of  determining  the  accuracy  of  the  record  itself  for  the  period 
under  review.  This  is  done  by  checking  the  compilation  proper 
as  soon  as  the  book  is  released  to  the  accountant.  The  second 
method  just  outlined  provides  a  more  efficacious  check  upon 
the  securities  record,  since  the  book  may  be  tampered  with  in 
the  absence  of  the  accountant. 

Call  Loans 

There  is  much  to  be  said  about  call  loans  inasmuch  as  the 
interest  rate  is  variable,  and  it  behooves  the  auditor  to  check 
not  only  the  prevailing  rate  of  interest  but  also  the  changes 
from  the  day  the  loan  is  made  up  to  the  time  of  making  the 
audit.  Since  the  lender  is  only  pledgee  for  the  securities,  he 
may  hold  them  only  as  a  pledge  and  not  use  them  for  any 
purpose.  If  he  does  use  them,  each  instance  of  such  use  may 
render  him  liable  to  a  charge  of  conversion.  For  this  reason, 
the  whereabouts  and  use  of  such  securities  should  be  carefully 
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investigated  and  attention  should  be  immediately  called  to  any 
irregularities  discovered. 

On  time  loans  the  same  general  procedure  is  to  be  followed, 
the  only  difference  being  in  the  interest  payments.  This  is 
touched  upon  in  Chapter  XXVIII. 

Furniture  and  Fixtures 

It  is  almost  a  fixed  rule  among  brokers  to  charge  the  cost 
of  furniture  and  fixtures  to  income.  In  principle  this  practice 
is  very  wrong.  In  such  cases  it  devolves  upon  the  auditor  to 
explain  that  an  account  should  be  set  up  with  furniture  and 
fixtures  showing  the  purchase  price,  which  usually  amounts 
to  many  thousands  of  dollars.  When  this  account  is  found, 
the  auditor  upon  questioning  will  usually  be  told  that  a  nomi- 
nal rate  of  10%  is  annually  charged  off  on  account  of  deprecia- 
tion. If  no  reserve  for  such  depreciation  has  been  set  aside, 
the  practice  should  be  advocated.  Usually  it  will  be  found 
that  the  broker  is  either  too  conservative  in  his  accounting  al- 
lowances or  too  liberal.  The  tendency,  very  regrettably,  leans 
strongly  towards  carelessness. 

Land  and  Buildings 

A  few  of  the  larger  brokerage  concerns  occupy  entire 
buildings  for  their  business  use.  They  may  own  or  lease  these 
buildings.  Where  the  building  is  owned,  the  necessity  for  a 
depreciation  account  should  again  be  emphasized.  Also  the 
items  of  taxes  and  insurance  should  be  intelligently  accounted 
for,  apportioning  the  insurance  over  the  period  and  making 
due  allowance  for  the  accruing  taxes. 

Stocks  Borrowed 

The  subject  of  stocks  borrowed  has  been  discussed  in 
connection  with  customers'  short  sales,  but  for  auditing  pur- 
poses it  should  be  treated  under  a  separate  heading. 


AUDIT  OF  STOCK  BROKERAGE  BOOKS  287 

Stocks  borrowed  are  equivalent  to  money  loaned  appear- 
ing among  the  assets.  However,  the  constant  marking  up 
and  marking  down  of  values  while  the  stock  is  borrowed 
presents  no  little  task  to  the  auditor,  who  must  consider  the 
various  changes  that  have  taken  place  since  the  particular 
stock  was  borrowed.  All  such  changes  in  value  and  interest 
rates  should  be  listed  and  the  listing  made  the  contents  of  a 
letter  of  confirmation  sent  to  the  lending  broker. 

Dividends  Receivable 

Among  other  items  of  importance  to  the  auditor  is  that 
of  dividends.  The  schedule  of  dividends  receivable  should 
show  the  shares  of  stock  upon  which  dividends  have  been  or 
are  to  be  received.  In  proving  the  correctness  of  the  schedule, 
the  securities  record  should  be  consulted  for  information  in 
regard  to  the  long  stocks  upon  which  dividends  are  due.  A 
record  should  be  compiled  of  the  purchases  and  sales  of  all 
dividend-bearing  stocks  within  the  period,  closely  watching 
for  sales  and  purchases  before  dividend  declaration  time.  By 
checking  the  open  longs  with  the  official  Exchange  dividend 
lists,  or  any  other  dividend  indicator,  the  status  of  the  Divi- 
dends account  can  be  proved. 

Credits  may  appear  in  this  account,  in  order  to  record  due 
bills  for  dividends  received  by  other  brokers  on  stocks  sold 
after  the  dividends  were  declared  but  before  they  were  paid. 
When  such  due  bills  are  held  they  should  be  carefully  ex- 
amined and  confirmed  by  the  brokers  that  issued  them. 

Finally,  in  proving  the  Dividends  account  it  should  be 
kept  in  mind  that  when  long  stock  is  offset  by  a  short  sale 
of  the  same  stock,  no  dividend  is  received  on  it,  and  hence  no 
entry  is  made  in  the  Dividends  account.  However,  as  shown 
in  the  supplementary  journal,  the  "long"  customer  is  credited 
and  the  "short"  customer  is  debited  for  an  amount  equal  to 
the  dividend.  It  is  obvious  that  this  situation  precludes  the 
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possibility  of  a  dividend  being  received  from  the  company 
if  the  certificate  was  transferred  by  the  buying  broker  at  the 
time  delivery  was  made  by  the  client  broker  against  a  sale 
for  his  customer.  The  point  is  mentioned  here  merely  to  put 
the  accountant  on  guard  should  he  meet  such  a  situation.  Of 
course,  it  must  be  borne  in  mind  that  the  client  may  receive 
dividends  on  stock  in  which  he  has  no  net  interest,  due  to 
the  fact  that  the  buyer  could  not  or  did  not  transfer  the  cer- 
tificates in  time  to  receive  the  dividend  check  direct  from 
the  corporation.  In  such  a  case  the  client  owes  the  dividend 
to  the  buying  broker. 

Having  compiled  such  information  as  can  be  used  to  check 
the  entries  in  the  Dividends  account,  the  auditor  should  pro- 
ceed with  the  checking  of  dividend  credits  appearing  in  the 
customers'  accounts.  In  this  connection  it  should  be  remem- 
bered that  it  is  the  practice  of  some  concerns  to  credit  the 
customer's  account  upon  declaration  day  rather  than  on  the 
payment  day.  This  practice  is  incorrect.  If  the  important 
facts  be  kept  in  mind,  little  difficulty  should  be  experienced  in 
auditing  dividends. 


CHAPTER  XXVIII 

AUDIT  OF  STOCK  BROKERAGE  BOOKS 
LIABILITY  ACCOUNTS;  INCOME  ITEMS 

LIABILITY  ACCOUNTS 

Accounts  Payable 

The  only  accounts  payable  usually  found  in  the  audit  of  a 
broker's  books  are  in  the  nature  of  short  accounts  and  open 
credit  balances  with  or  without  long  securities.  The  securi- 
ties in  accounts  with  credit  balances  should  always  appear 
in  depot,  i.e.,  should  be  held  by  the  broker  for  safe-keeping 
only. 

The  procedure  here  is  to  check  the  transactions  of  the 
period  covered  against  the  blotters,  duplicate  sales  notices,  the 
supplementary  journal,  and  securities  ledger.  The  interest 
allowed  on  open  credit  accounts  should  be  proved.  The  ap- 
pearance of  interest  at  a  rate  higher  than  the  call  money  rate 
should  provoke  inquiry,  as  a  Stock  Exchange  rule  enjoins 
such  practices. 

In  determining  the  adequacy  of  margins  on  short  accounts, 
the  same  procedure  should  be  followed  as  in  the  case  of  long 
accounts  receivable. 

Approaching  the  subject  of  short  accounts  from  the  angle 
of  stocks  borrowed,  it  is  important  to  determine  whether 
the  short  stock  is  borrowed  in  the  Street  or  from  a  customer. 
Under  the  present  law  to  borrow  stocks  from  "long"  customers 
in  order  to  make  delivery  against  short  sales  is  held  to  be 
conversion  unless  the  "long"  customer  has  signed  a  waiver 
giving  the  broker  the  right  of  hypothecation  for  the  amount  in 
excess  of  the  balance  owed  by  the  customer. 
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The  tendency  on  the  part  of  the  accountant  is  usually 
towards  a  complete  verification  of  accounts  receivable.  It 
seems  that  no  stone  is  left  unturned  in  the  accountant's 
efforts  to  prove  the  accuracy  and  to  obtain  verification  of 
customers'  debit  accounts.  However,  there  is  just  as  much 
likelihood  for  an  understatement  of  accounts  payable  as  there 
is  for  the  overstatement  of  receivable  items.  For  this  reason 
the  liability  items  should  be  scrutinized  as  keenly  as  the  asset 
items. 

Customers  with  credit  balances  arising  from  short  sales 
or  those  with  "straight"  credit  balances  should  be  sent  re- 
quests calling  for  the  verification  of  balances  due  them,  both 
money  and  securities. 

Dividends  Payable 

It  has  already  been  pointed  out  that  the  Dividends  Pay- 
able account  is  created  as  follows : 

1.  Where  stock  sold  before  dividend  declaration  day  re- 
mains in  the  client's  name  until  after  a  dividend  has  been 
declared.     In  such  cases,  upon  receipt  of  the  dividend  check, 
the  Dividends  Payable  account  is  credited  until  the  dividend 
is  claimed  by  the  broker  holding  the  certificate  of  stock. 

2.  Where  a  dividend  is  declared  on  stock  which  has  been 
borrowed  from  the  Street.     In  this  case  the  customer's  ac- 
count is  charged  when  the  dividend  is  paid  by  the  company 
and  a  check  is  sent  to  the  lending  broker. 

The  further  procedure  in  verification  of  dividends  pay- 
able is  similar  to  that  prescribed  for  dividends  receivable  in 
the  preceding  chapter. 

Stocks  Loaned 

The  procedure  in  auditing  the  Stocks  Loaned  account  is 
identical  with  that  prescribed  for  the  verification  of  Stocks 
Borrowed. 
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Bank  Loans  and  Brokers'  Loans 

In  the  audit  of  loans  from  banks  and  brokers  it  is  neces- 
sary to  get  the  lender's  confirmation  of  the  collateral  con- 
tained in  the  loan;  also  of  the  amount,  the  rate  of  interest, 
and  the  sufficiency  of  collateral.  If  it  be  a  demand  loan,  the 
daily  interest  changes  should  also  be  noted  in  the  letter  of 
confirmation.  In  the  case  of  a  time  loan,  the  duration  should 
be  stated,  together  with  the  interest  accrued  thus  far.  The 
agreement  with  the  lender  may  call  for  the  interest  to  be  paid 
in  advance,  monthly,  or  at  the  liquidation  of  the  loan.  All 
such  data  should  be  confirmed  wherever  possible. 

INCOME  ITEMS 

Commissions 

As  was  pointed  out  in  a  previous  chapter,  the  commis- 
sions of  the  securities  department  may  arise  from  two  sources : 

1.  The  execution  of  orders  for  customers. 

2.  The  execution  of  orders  for  other  members  of  the 

same  Exchange,  either  for  carrying  transactions, 
clearances,  or  transactions  in  which  the  name  of  the 
principal  is  disclosed. 

The  charges  against  the  Commission  account  result  from : 

1.  Floor  brokerage  due  to  brokers  for  the  execution  of 

orders. 

2.  Commission  owing  to  other  brokerage  concerns  which 

may  be  carrying  the  client's  commitments  for  him. 

3.  Commission  charged  on  clearances. 

All  charges  and  credits  to  the  Commission  account  should 
be  proved  by  reference  to  the  blotter  or  duplicate  purchases 
and  sales  notices  containing  such  entries,  and  by  the  compila- 
tion from  the  purchases  and  sales  book  of  a  statement  of 
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orders  executed  by  other  floor  brokers.  The  credits  to  this  ac- 
count arising  out  of  the  execution  of  orders  for  other  con- 
cerns can  be  traced  to  the  record  from  which  the  monthly 
commission  bills  are  made  out.  This  last  record  should  be 
carefully  scrutinized. 

If  any  of  these  commission  bills  have  not  been  paid,  as 
evidenced  by  the  books,  written  confirmation  should  be  se- 
cured from  the  respective  brokers  for  the  purpose  of  verify- 
ing those  outstanding  items  of  which  no  previous  cognizance 
had  been  taken. 

Interest  Charges  and  Credits  on  Customers'  Accounts 

Some  customers  ledgers  are  so  ruled  as  to  give  the  num- 
ber of  days  for  which  interest  is  to  be  charged  or  credited, 
and  the  individual  interest  amounts  are  carried  into  an  interest 
column.  The  net  difference  between  the  charges  and  credits 
is  then  passed  through  the  ex-blotter  or  supplementary  journal 
and  debited  or  credited  to  the  customers'  accounts  in  the  usual 
manner. 

This  arrangement  is  ideal  but  is  seldom  found  in  practice. 
The  general  rule  is  to  make  interest  calculations  on  the  state- 
ment, of  which  a  press  or  carbon  copy  is  made.  The  net 
amount  of  interest  to  be  charged  or  allowed  is  entered  net  to 
the  customer.  Wherever  this  system  prevails,  use  should 
be  made  of  the  press  copy  books  or  carbon  copies  to  prove  the 
interest  debits  and  credits. 

The  auditor  may  also  meet  cases  where  no  copies  are  kept, 
in  which  event  it  is  safe  to  prove  the  interest  on  each  transac- 
tion appearing  in  the  accounts.  Under  the  rule  of  the  Ex- 
change it  is  a  violation  of  the  commission  law  to  rebate  interest. 
Wherever  such  rebates  are  discovered  they  should  be  called 
to  the  attention  of  the  client,  so  that  proper  adjustment  may 
be  made,  if  possible,  or  a  recurrence  of  such  violations  pre- 
vented. 


AUDIT  OF  STOCK  BROKERAGE  BOOKS  293 

Interest  on  Stock  Loans  and  Premiums 

Exacting  methods  should  be  adopted  in  proving  the  inter- 
est and  premiums  on  stocks  borrowed  and  loaned.  The 
stocks  borrowed  and  loaned  book  offers  the  best  founda- 
tion upon  which  to  build  the  interest  accounts.  On  clearing 
house  stock  returned  or  called  recourse  should  be  had  to  the 
clearing  house  blotter  containing  the  record  of  the  transac- 
tion. The  interest  should  be  thoroughly  tested. 

The  premiums  appearing  in  the  premium  accounts  should 
be  examined  in  like  manner.  The  rule  of  the  Exchange 
should  be  remembered,  that  premiums  are  not  to  be  charged 
for  Saturdays,  Sundays,  and  holidays. 

Where  interest  or  premiums  have  accrued  or  are  accruing, 
a  confirmation  should  be  sent  to  the  other  brokers.  This  pro- 
cedure will  disclose  any  errors  or  irregularities. 

Expense  Items 

Expenditures  are  to  be  verified  in  the  usual  manner.  It 
is  well  to  get  a  statement  from  the  client  as  to  what  expendi- 
tures are  incidental  or  customary  to  the  business.  All  vouchers 
should  be  examined  carefully,  and  especially  those  concerned 
with  the  expenses  of  branch  offices  and  solicitors. 

Final  Procedure 

The  auditor  should  examine  the  table  of  equities,  being 
especially  careful  with  accounts  containing  deficits  and  those 
with  slim  margins. 

The  system  obtaining  in  the  concern  under  audit  should 
not  be  attacked  unnecessarily,  for  the  very  good  reason  that 
unsolicited  information  is  highly  undesirable  and  may  lead 
to  unpleasantness.  Of  course  it  behooves  the  auditor  to  point 
out  where  losses  and  leakages  can  be  prevented,  but  beyond 
that  it  is  indiscreet  to  submit  a  dissertation  on  the  weakness 
of  the  system  or  the  morale  of  the  office  staff. 


294  BROKERAGE  AUDITING 

As  a  final  word  on  the  audit,  the  accountant  should  bear 
in  mind  that  the  report  is  more  comprehensible  to  the  client 
if  Wall  Street  technical  terms  are  used.  It  is  a  fact  that  the 
broker  thinks  and  speaks  in  the  parlance  of  the  Street,  and 
any  other  accounting  terminology  is  as  foreign  to  him  as  is 
his  vernacular  to  the  average  layman. 


CHAPTER  XXIX 

AUDIT  OF  COTTON  BROKERAGE  BOOKS 

Outline  of  Audit 

The  audit  of  cotton  brokerage  books  will  require  the  veri- 
fication or  confirmation  of  the  following : 

1.  Petty  and  general  cash. 

2.  Accounts  receivable  representing  open  debit  balances 

of  credit  customers  and  of  marginal  accounts,  both 
having  no  interest  in  the  market. 

3.  Accounts   receivable   with   open   commitments   show- 

ing gains  large  enough  to  offset  their  ledger  debit 
balances. 

4.  Accounts  receivable,   mainly   credit  accounts,   whose 

open  transactions  show  market  losses,  thereby  aug- 
menting the  ledger  debits. 

5.  Accounts  receivable  against  which  spot  cotton  ware- 

house certificates  are  held,  creating  equities  in  favor 
of  the  customer. 

6.  Notes  receivable. 

7.  Clearing  house  margins  deposited  by  the  client. 

8.  Contracts  open  for  account  of  customers,  stating  the 

date  of  purchase  or  sale,  the  option,  and  the  price. 

9.  Contract  Differences  account,  debit  or  credit,  involv- 

ing: 

(a)  Sending  confirmations  of  open  trades  to  custom- 

ers. 

(b)  Checking  account  sales  during  the  period  em- 

braced by  the  audit. 

(c)  Checking   receipts   from   and   payments   to  the 

clearing  house. 
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(d)   Proving  the  point  balance,  the  result  being  the 
present  balance  of  Contract  Differences. 

10.  Accounts   payable   with   customers,   the   verification 

being  made  in  the  usual  way  with  careful  notice  of 
any  numbered  or  lettered  accounts. 

11.  Adequacy    of    margins    on    open    commitments    of 

credit  customers. 

12.  Sufficiency  of  margins  on  the  open  trades  of  margin 

customers. 

13.  Spot   transactions   carried   on   margin — the   charges 

for  labor,  storage,  insurance,  and  interest  always 
being  added  to  the  open  debits. 

14.  Notes  discounted. 

15.  Loans  payable,  containing  collateral  in  the  nature  of 

warehouse  certificates. 

< 
The  following  is  also  suggested : 

16.  Test  thoroughly  the  Commission  account,  carefully 

verifying  commission  bills,  receivable  and  payable. 

17.  Test  beyond  a  doubt  the  correctness  of  interest  on 

margins  released,  notes  receivable,  notes  payable, 
and  loans  payable. 

1 8.  Give  the  expense  factors  the  same  careful  scrutiny 

that  was  suggested  for  the  securities  audit. 

19.  Finally,   determine   whether  the   division   of   profits 

and  losses  accords  with  the  articles  of  agreement. 

Accounts  Receivable 

Unless  the  account  is  that  of  a  credit  customer,  there  should 
exist  no  customers'  accounts  receivable  on  the  books  of  the 
cotton  department,  except  in  the  case  of  a  customer  having 
open  trades  showing  a  profit  not  only  equal  to  or  exceeding 
his  indebtedness  but  large  enough  to  margin  the  account  prop- 
erly. It  is  almost  a  certainty  that  if  any  other  accounts  re- 
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ceivable  are  discovered,  they  should  be  written  off  entirely 
or  a  reserve  set  up  against  them.  The  auditor's  report  should 
call  the  client's  attention  to  any  deviation  from  this  rule. 

There  is  still  another  set  of  accounts,  usually  to  be  found 
among  credit  accounts,  where  a  market  loss  increases  the 
debit  balance  in  the  ledger.  A  credit  of,  say,  $5,000  is  extended 
to  Harby  and  Company,  who  are  long  of  800  bales  of  May 
cotton  on  which  there  is  a  market  loss  of  $3,500.  Harby  and 
Company's  ledger  debit  is  $300,  making  the  total  debit  on  open 
and  closed  commitments  $3,800.  The  credit  agreement  with 
the  customer  should  be  known  to  the  auditor,  so  that  proper 
classification  may  be  made  of  the  customer's  account  on  the 
balance  sheet. 

Other  accounts  receivable  are  fully  secured  by  having  as 
collateral  spot  cotton  warehouse  certificates.  In  such  accounts 
items  of  interest,  labor,  storage,  and  commission  are  to  be 
looked  for.  Storage  and  interest  are  charged  monthly,  while 
labor  and  insurance  are  charged  upon  expiration  of  the  policy, 
or,  as  in  the  case  of  labor,  when  the  cotton  is  moved  at  the 
time  of  sale  or  shipment. 

Credit  Accounts 

While  the  Stock  Exchange  forbids  the  extension  of  credits 
to  customers,  the  Cotton  Exchange  permits  this  practice  where 
the  person  so  favored  is  actively  engaged  in  the  cotton  busi- 
ness. The  extension  of  credits  necessitates  the  utmost  pre- 
caution, since  it  may  lead  to  collusion  between  those  in  charge 
of  the  accounts  and  the  customer.  If  a  credit  has  been  ex- 
tended to  a  customer,  he  will  not  be  required  to  furnish  margin 
until  he  owes  the  broker  the  amount  of  credit  extended.  The 
margin  clerk  or  the  solicitor  might  enter  into  engagements 
for  the  account  of  the  customer  of  which  the  latter  might  have 
no  knowledge  whatever.  Only  when  the  transaction  was 
closed,  or  when  confirmation  of  open  trades  or  balances  was 
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requested,  would  the  fraud  be  uncovered.  To  guard  against 
this  abuse,  all  transactions  for  credit  accounts  should  not 
only  be  doubly  checked  but  regularly  confirmed  with  the 
customer.  Another  safeguard  is  to  examine  very  carefully 
the  indorsements  on  checks  sent  to  credit  customers,  in  order 
to  ascertain  their  genuineness. 

Clearing  House  Margins 

The  clearing  house  margins  deposited  by  the  client  must 
be  verified,  not  only  by  examining  the  margin  certificates, 
but  also  by  sending  written  confirmations  to  the  clearing  house. 
On  margins  released  within  the  period  the  accountant  must 
prove  the  deposits  and  releases,  paying  careful  attention 
that  no  excess  margins  are  on  deposit,  for  if  there  are  such 
excess  margins  the  broker  loses  the  difference  in  interest  be- 
tween 6%  and  the  rate  the  margin  banks  allow. 

Open  Trades  of  Customers 

Statements  containing  a  list  of  open  trades  should  be  sent 
to  each  customer  for  verification.  They  should  be  accom- 
panied by  explanation  of  their  purpose  and  a  request  to  the 
customer  to  return  them  at  once. 

Verification  of  the  Contract  Differences  Account 

The  confirmed  open  trade  statements  received  from  cus- 
tomers should  form  the  basis  for  verification  of  the  Contract 
Differences  account,  in  the  manner  prescribed  under  the  sec- 
tion "Point  Balance"  (Chapter  XXI).  In  this  connection 
it  will  also  be  necessary  to  confirm  with  the  clearing  house 
all  open  trades,  giving  the  number  of  bales,  options,  and 
prices. 

The  account  sales  rendered  to  customers  should  be  checked 
for  the  purpose  of  testing  proper  charges  and  credits  to  the 
Contract  Differences  account.  The  receipts  and  payments 
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made  on  account  of  clearing  house  settlements  should  be 
checked  against  the  cash  book,  which  in  turn  should  be  proved 
by  the  monthly  charges  and  credits  in  the  Contract  Differ- 
ences account. 

By  setting  up  the  facts  as  outlined  the  point  balance  will 
receive  not  only  the  usual  check,  but  also  the  check  involved 
in  a  thorough  compilation  of  all  the  facts  which  may 
enter  into  the  construction  of  the  account  that  is  under  examin- 
ation. 

Accounts  Payable 

The  accounts  payable  with  customers  represent  margins 
deposited  on  market  commitments.  Under  the  law  of  the  Ex- 
change no  interest  may  be  allowed  on  deposits  of  customers' 
margins.  If  the  rule  has  been  violated,  it  should  be  brought 
to  the  attention  of  the  client  and  the  matter  remedied  im- 
mediately. A  statement  of  each  account  payable  mailed,  with 
a  request  for  confirmation,  to  the  party  to  whom  it  is  owing 
will  assure  a  thorough  check  of  this  class  of  accounts.  All 
the  account  sales  should  again  be  checked  against  the  cus- 
tomers' accounts,  including  cash  receipts  from  and  cash  dis- 
bursements to  the  customer,  which  should  be  checked  with  the 
cash  book.  Journal  entries  should  also  be  checked,  as  they 
affect  the  accounts  of  customers  through  bank  advices.  The 
margins  of  customers  should  be  looked  into,  calling  attention 
to  any  weak  accounts.  The  table  of  equities  should  always  be 
consulted  in  regard  to  margins. 

Commissions 

Commissions  should  be  checked  from  the  contract  analysis 
journal  and  from  commission  bills,  receivable  and  payable. 
The  suggestions  as  to  the  verification  of  unpaid  bills  in  the 
stock  brokerage  audit  (Chapter  XXVIII)  may  well  be  adopted 
here. 
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Interest  on  Margins 

Interest  on  brokers'  margins  should  be  tested  in  the  follow- 
ing manner :  ( I )  Ascertain  the  date  of  deposit  and  the  date 
of  release,  and  (2)  compute  the  interest  for  the  number  of 
days  that  the  margin  has  been  on  deposit. 

Audit  of  Other  Commodity  Departments 

The  same  procedure  as  outlined  for  the  audit  of  the  cotton 
department  may  be  used  in  the  audit  of  the  produce,  grain, 
cottonseed-oil,  coffee,  and  sugar  departments.  The  only  differ- 
ence arises  in  the  matter  of  proving  the  contract  differences. 
If  the  verification  system  by  point  balance  is  used  as  outlined 
in  Chapter  XXI,  no  difficulty  need  be  experienced  in  determin- 
ing the  accuracy  of  the  accounts. 

Audits  for  Surety  Bond  Purposes 

In  the  brokers'  blanket  bond  policy  issued  by  surety  com- 
panies, a  clause  is  invariably  inserted  relating  to  the  duties  of 
the  insured  so  far  as  the  audit  of  the  books  is  concerned.  The 
surety  companies,  as  a  rule,  will  insure  a  broker  against  de- 
falcation arising  out  of  collusion  between  the  clerks  in  his 
office.  The  verification  of  accounts  receivable  is  very  impor- 
tant in  this  connection,  as  the  surety  companies  cannot  be  held 
liable  unless  the  auditors  obtain  complete  confirmation  of  all 
accounts  receivable.  Failure  to  receive  such  confirmation  after 
the  first  request  should  be  no  reason  for  desisting  from  the 
effort.  Second  and  third  requests  should  be  made  by  the  audi- 
tor over  the  client's  signature  and  mailed  to  the  customer  by 
registered  post.  Surety  companies  will  not  as  a  rule  insure 
one  part  of  the  accounts  receivable  to  the  exclusion  of  the 
remainder,  unless  the  terms  of  the  policy  are  strictly  complied 
with.  Generally  the  sending  of  second  requests  for  confirma- 
tion by  registered  mail  fulfils  the  essential  condition  of  the 
policy. 
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The  surety  policy  should  be  read  carefully  before  beginning 
the  audit,  as  in  many  cases  the  conditions  of  the  agreement 
might  necessitate  a  change  in  the  general  audit  procedure  cover- 
ing the  insured  items  on  the  balance  sheet. 
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GENERAL  INSTRUCTIONS  FOR 
STOCK  TAX  RETURN 

To  aid  stock-brokers  in  preparing  their  monthly  returns  of 
transactions  to  the  government,  the  Commissioner  of  Internal 
Revenue  has  issued  the  following  general  instructions : 

1.  Persons   Required   to   Make   Return.    Every    person    who    is 
wholly  or  partly  engaged  in  the  business  of  selling,  transferring,  or 
delivering  shares  of  stock,  whether  at  an  exchange  or  not,  or  whether 
such   sales,   transfers,   or   deliveries   are   made,   cleared,   settled,   or 
adjusted  by  himself  or  through  a  clearing  house  or  otherwise,  must 
make  a  return  of  all  such  transactions,  legibly  written  in  ink  or  pre- 
pared on  a  typewriter,  to  the  Commissioner  or  duly  designated  officer. 
If  during  the  month  no  transactions  have  been  made  by  the  person 
required  to  file  the  return,  a  statement  to  that  effect  must  be  filed 
in  lieu  of  a  return.    Returns  written  with  pencil  will  not  be  accepted. 

2.  Date  of  Filing  Return.    The  return  must  be  filed  on  or  before 
the  fifteenth  day  of  each  month  for  the  transactions  of  the  preceding 
month,  or  for  any  other  period  required  by  the  Commissioner.     A 
return  mailed  on  the  fifteenth  day  of  the  month  will  be  accepted  as 
if  delivered  on  that  date. 

3.  Signature  and  Verification.    Returns  must  be  signed  and  veri- 
fied either  by  the  person  making  such  return  or  by  his  duly  authorized 
agent,  and  must  be  sworn  to  before  an  officer  authorized  to  administer 
oaths,  and  the  seal  of  the  attesting  officer,  if  he  is  required  to  have  a 
seal,  must  be  impressed  upon  the  return.     The  oath  will  be  admin- 
istered without  cost  by  any  collector  or  deputy  collector  of  internal 
revenue  or  by  any  internal-revenue  agent  charged  with  the  handling 
of  such  return. 

4.  Returns  to  be  Checked.     All  figures  on  the  return  should  be 
carefully  checked  against  the  facts  as  disclosed  by  the  books  of  record. 

5.  Statement  of  "Stock  Transfer"  Stamps  Bought  and  Used  and 
Consolidated  Stamp  Statement.    All  "stock  transfer"  stamps  purchased 
and  used  during  the  month,  as  well  as  stamps  on  hand  brought  for- 
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ward  from  the  preceding  month  and  the  stamps  remaining  on  hand 
at  the  close  of  business  for  the  month  reported,  must  be  accounted 
for  each  month  in  the  space  provided  for  that  purpose. 

SPECIAL  INSTRUCTIONS 

6.  Separate  Returns  Required.    In  the  space  provided  for  that  pur- 
pose in  the  heading  of  the  return  must  be  written  the  name  of  the 
exchange  or  the  exchanges  where  the  transactions  were  made. 

7.  Basis  of  Tax.     The  bases  of  tax  are  three,  namely:   Shares 
having  face  (or  par)  value,  tax  at  the  rate  of  2  cents  on  each  $100 
of  face  value  or  fraction  thereof  of  the  certificate;  shares  without 
face   (or  par)   value  of  an  actual    (or  market)   value  of  $100  per 
share  or  less,  tax  at  the  rate  of  2  cents  on  each  share;  shares  with- 
out face  (or  par)  value  of  an  actual  (or  market)  value  in  excess  of 
$100  per  share,  tax  at  the  rate  of  2  cents  on  each  $100  of  actual  value 
or  fraction  thereof  of  each  share. 

8.  Regulations  and  Penalties.    For  further  information  regarding 
these  matters,  see  Treasury  Regulations  No.  40,  Revised,  and  consult 
the  Internal  Revenue  Bureau  in  the  district  in  which  the  person  making 
the  return  resides. 
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NEW  YORK  STOCK  EXCHANGE  COMMISSION 

RATES 

The  commission  rates  which  members  of  the  New  York 
Stock  Exchange  may  charge  are  prescribed  by  the  constitu- 
tion in  Article  XXXIV,  which  reads  as  follows : 

Sec.  i.  Commissions  shall  be  charged  and  paid,  under  all  circum- 
stances, upon  all  purchases  or  sales  of  securities  dealt  in  upon  the 
Exchange  (except  as  provided  in  Subdivisions  (h)  and  (i)  of  Section 
2  of  this  Article) ;  and  shall  be  absolutely  net  and  free  from  all  or 
any  rebatement,  return  discount  or  allowance  in  any  shape  or  manner 
whatsoever,  or  by  any  method  or  arrangement  direct  or  indirect;  and 
no  bonus  or  any  percentage  or  portion  of  the  commission  shall  be 
given,  paid  or  allowed,  directly  or  indirectly,  or  as  a  salary  or  portion 
of  a  salary,  to  any  clerk  or  person  for  business  sought  or  procured 
for  any  member  of  the  Exchange. 

Sec.  2.  Commission  shall  be  calculated  on  the  basis  of  selling 
prices  as  hereinafter  specified; 

(a)  On  business  for  parties  not  members  of  the  Exchange,  includ- 
ing joint  account  transactions  in  which  a  non-member  is  interested; 
transactions  for  partners  not  members  of  the  Exchange;  and  for 
firms  of  which  the  Exchange  member  or  members  are  special  part- 
ners only,  the  commission  shall  be  not  less  than  the  following  rates 
on  stocks: 

On  stocks  selling  below  $10  per 

share 7^2  cents  per  share 

On    stocks    selling    at    $10    per 

share  and  above,  but  under 

$125  per  share 15        " 

On   stocks    selling  at  $125   per 

share  and  over 20 

provided,  however,  that  the  minimum  commission  on  an  individual 
transaction  shall  be  not  less  than  one  dollar. 

3«>7 
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(b)  On  business  for  members  of  the  Exchange  when  a  principal 
is  given  up  the  commission  on  bonds  shall  be  not  less  than  on  the 
following  basis : 

25  cents  per  $1,000  par  value  on  bonds  selling  below  125% 
30  cents  per  $1,000  par  value  on  bonds  selling  at   125% 
and  above 

and  not  less  than  the  following  rates  on  stocks: 

On  stocks  selling  below  $10  per 

share i  y$  cents  per  share 

On   stocks   selling  at   $10   per 

share  and  above,  but  under 

$125   per   share 2^ 

On  stocks  selling  at  $125  per 

share  and  over 3  "       "        " 

Except  that  when  the  amount  dealt  in  is  less  than  100  shares,  the 
commission  shall  be  not  less  than: 

On  stocks  selling  below  $10  per 

share i  cent  per  share 

On  stocks  selling  at  $10  per  share 

and  over 2  "  "  " 

(c)  On  business  for  members  of  the  Exchange  when  a  principal 
is  not  given  up  the  commission  on  bonds  shall  be  not  less  than  on  the 
following  basis: 

37^2  cents  per  $1,000  par  value  on  bonds  selling  below  125% 
50  cents  per  $1,000  par  value  on  bonds   selling  at    125% 
and  above 

and  not  less  than  the  following  rates  on  stocks: 

On  stocks  selling  below  $10  per 

share ify  cents  per  share 

On    stocks    selling    at    $10    per 

share  and  above,  but  under 

$125  per  share 3^     "        "      " 

On   stocks    selling   at   $125    per 

share  and  over .5        "        "      " 

(d)  In   transactions    where   orders    are    received    from   a    non- 
member,  wherein  the  broker  filling  the  order  is  directed  to  give  up 
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another  broker  or  clearing  house,  the  responsibility  of  collecting  the 
full  commission,  specified  in  Subdivision  (a)  hereof,  shall  rest  with 
the  broker  or  clearing  house  settling  the  transaction. 

(e)  In  transactions  where  orders  are  received  from  a  member, 
on  which  a  clearing  firm  is  given  up  by  said  member  or  by  his  order, 
the  responsibility  of  collecting  the  full  commission,  as  specified  in 
Subdivision  (c)  hereof,  shall  rest  with  said  clearing  firm;  and  it  shall 
be  the  duty  of  the  broker  who  executes  such  orders  to  report  such 
transactions  to  the  clearing  firm  and  render  to  them  and  collect  his  bill 
therefor  at  the  rate  specified  in  Subdivision  (b)  hereof;  and  also  that 
where  a  broker  executes  an  order  for  a  member  and  clears  the  secur- 
ity himself,  he  must  charge  the  rates  specified  in  Subdivision    (c"> 
hereof. 

(f)  Whenever  a  non-member  of  this  Exchange  shall  cause  to  be 
executed  in  any  market  outside  of  the  United  States  any  order  or 
orders  for  the  purchase  or  sale  of  securities  listed  on  this  Exchange 
(except  as  provided  in  Subdivisions  (h)  and  (i)  hereof),  and  said 
purchase  or  sale  shall  be  accepted  by  a  member  or  firm  who  are 
members  of  this   Exchange,   for  the  account  of  said  non-member, 
the  commission  specified  in  Subdivision  (a)  hereof  shall  be  charged 
said  non-member  in  addition  to  any  commission  charged  by  the  party 
or  parties  making  the  transaction. 

(g)  When  securities  are  received  or  delivered  on  a  privilege  for 
a  non-member,  the  commission  specified  in  Subdivision   (a)    hereof 
must  be  charged  whether  said  securities  are  received  or  delivered 
upon  the  day  of  expiration  of  said  privilege  or  prior  thereto. 

(h)  On  Subscription  Rights;  Bonds  or  Notes  of  Foreign  Coun- 
tries having  five  years  or  less  to  run;  Notes  of  Corporations  having 
five  years  or  less  to  run ;  Bonds  having  five  years  or  less  to  run ;  such 
rates  to  members  or  non-members  as  may  be  mutually  agreed  upon; 
provided,  however,  that  the  Committee  on  Commissions  with  the 
approval  of  the  Governing  Committee  may  hereafter  determine 
special  rates  on  any  or  all  of  the  above-mentioned  securities. 

(i)  Securities  of  the  United  States,  Porto  Rico  and  the  Philippine 
Islands,  and  of  States  and  municipalities  therein  are  exempted  from 
the  provisions  of  this  Article. 
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THE   STOCK  CLEARING   CORPORATION   OF   THE 
NEW  YORK  STOCK  EXCHANGE 

The  following  rules  and  regulations  have  been  tentatively 
adopted  by  the  New  York  Stock  Exchange  for  its  recently 
organized  Stock  Clearing  Corporation  : 

The  Stock  Clearing  Corporation  is  incorporated  under  the  Laws 
of  New  York  with  a  capital  of  $500,000,  divided  into  5,000  shares, 
all  of  which  are  owned  by  the  New  York  Stock  Exchange. 

Purposes 

As  stated  in  the  Articles  of  Incorporation,  the  purposes  of  the 

Stock  Clearing  Corporation  are  as  follows : 

To  provide  members  of  the  New  York  Stock  Exchange 
and  firms  having  as  partners  members  of  the  New  York  Stock 
Exchange  for  whom  it  may  act  with  facilities  for  clearing  con- 
tracts between  them  and  for  delivering  stocks  and  securities 
to  and  receiving  stocks  and  securities  from  each  other  and  for 
delivering  stocks  and  securities  to  and  receiving  stocks  and 
securities  from  banks,  bankers,  trust  companies  and  others  and 
for  procuring  the  transfer  of  stocks  and  securities  upon  the 
books  of  the  corporations  or  associations  issuing  the  same; 
To  act  for  each  of  the  members  of  the  New  York  Stock 
Exchange  and  firms  having  as  partners  members  of  the  New 
York  Stock  Exchange  who  shall  employ  it  upon  terms  and 
conditions  satisfactory  to  it  as  agent  in  clearing  contracts 
between  the  member  or  firm  and  other  such  members  and  firms 
and  in  delivering  stocks  and  securities  to  and  receiving  stocks 
and  securities  from  other  such  members  and  firms  and  in 
delivering  stocks  and  securities  to  and  receiving  stocks  and 
securities  from  banks,  bankers,  trust  companies  and  others 
and  in  procuring  the  transfer  of  stocks  and  securities  upon  the 
books  of  corporations  or  associations  issuing  the  same  and  in 
receiving  from  and  paying  to  other  such  members  and  firms 

310 
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amounts  payable  by  or  payable  to  such  other  members  or  firms 
in  connection  with  the  delivery  of  stocks  and  securities  to  or 
the  receipt  of  stocks  and  securities  from  such  other  members 
or  firms  and  in  receiving  the  proceeds  of  loans  and  paying  off 
loans  made  by  banks,  bankers,  trust  companies  and  others  on 
stocks  and  securities ; 

To  enter  into  all  such  contracts  and  do  all  things  that  may 
be  necessary  or  proper  to  carry  out  the  foregoing  purposes  and 
to  piotect  the  corporation  against  loss  in  carrying  out  the  same. 

Night  Clearing  Branch 

The  present  Clearing  House  of  the  New  York  Stock  Exchange 
will  be  the  Night  Clearing  Branch  of  the  Stock  Clearing  Corporation. 

Day  Clearing  Branch 

The  operations  of  the  Day  Clearing  Branch  of  the  Corporation 
will  be  conducted  in  the  building  of  the  New  York  Stock  Exchange. 

The  Day  Clearing  will  involve  two  operations,  viz. :  the  clearing 
of  security  balances  and  the  clearing  of  loans,  together  with  the 
clearing  of  special  transactions  approved  by  the  Stock  Clearing 
Corporation. 

Clearing  of  Security  Balances 

Under  the  present  system,  a  member  of  the  Clearing  House  who 
buys  1,000  shares  of  United  States  Steel  and  sells  900  shares  has  a 
balance  of  100  shares  to  receive  and  pay  for  the  next  day.  If,  how- 
ever, he  buys  1,000  shares  of  United  States  Steel  and  sells  900  shares 
of  Southern  Pacific,  no  economy  is  effected.  Under  the  new  plan, 
in  the  case  suggested,  the  proceeds  of  the  delivery  of  the  900  shares 
of  Southern  Pacific  will  go  to  reduce  the  debt  caused  by  the  purchase 
of  1,000  shares  of  United  States  Steel,  so  that  it  will  only  be  necessary 
to  provide  for  the  payment  of  the  difference. 

Clearing  of  Loans 

At  present,  when  a  loan  is  paid  off  which  the  broker  wishes  to  re- 
boirow,  he  must  secure  an  intermediate  credit  from  his  bank  for 
the  purpose  of  paying  off  the  old  loan  before  the  new  loan  is  effected. 
Under  the  new  plan,  the  banks  or  other  lenders  will  send  the  collateral 
to  loans  to  be  paid  off  to  the  Stock  Clearing  Corporation  and,  while 
the  securities  are  there,  the  old  loans  will  be  paid  off  and  the  new 
loans  made  and  at  the  same  time  changes  in  collateral  will  be  effected. 
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Clearing  Members 

Exchange  members  and  firms  for  whom  the  Stock  Clearing  Cor- 
poration acts  will  be  known  as  Clearing  Members.  Any  Exchange 
member  or  firm  who  desires  to  use  the  facilities  of  either  the  Night 
Clearing  Branch  or  the  Day  Clearing  Branch  of  the  Stock  Clearing 
Corporation  must  become  a  Clearing  Member.  A  member  or  firm 
desiring  to  become  a  Clearing  Member  must  have  his  or  its  application 
approved  by  the  Stock  Clearing  Corporation  and  must  sign  the  form 
of  agreement  prescribed  by  it  and  must  contribute  the  amount 
required  by  it  to  the  fund  known  as  the  Clearing  Fund. 

Clearing  Fund 

The  amount  of  the  contribution  from  each  Clearing  Member  to 
the  Clearing  Fund  will  be  fixed  by  the  Corporation  which  in  determin- 
ing such  amount  will  have  regard  to  the  volume  of  the  Clearing 
Member's  transactions.  The  minimum  contribution  will  be  $10,000 
and  the  entire  fund  will  not  be  less  than  $10,000,000.  Each  Clearing 
Member  will  be  subject  to  an  additional  liability  equal  in  amount  to 
his  contribution  to  the  Clearing  Fund  to  make  good  losses  affecting 
the  Corporation.  The  amount  of  each  Clearing  Member's  initial 
contribution  to  the  Clearing  Fund  will  be  based  upon  the  volume  of 
his  transactions  in  the  present  Clearing  House  if  he  has  been  a 
member  of  the  Clearing  House.  Afterwards  the  amount  of  the  con- 
tributions of  Clearing  Members  will  be  readjusted  from  time  to  time 
according  to  the  actual  experience  of  the  Stock  Clearing  Corporation 
which  will,  however,  reserve  the  right  to  require  an  increase  in  the 
contribution  of  any  Clearing  Member  at  any  time  that  the 
volume  or  nature  of  his  business  seems  to  make  it  advisable.  The 
Clearing  Fund  will  be  deposited  by  the  Stock  Clearing  Corporation 
in  New  York  banks  and  trust  companies. 

Supervision  of  Clearing  Members 

The  Board  of  Directors  and  Executive  Committee  will  have  the 
right  at  any  time  to  examine  into  the  transactions  of  any  Clearing 
Member. 

Termination  of  Clearing  Membership 

The  Stock  Clearing  Corporation  at  any  time  in  its  discretion  may 
cease  to  act  for  a  Clearing  Member  and  a  Clearing  Member  may  at 
any  time  require  the  Stock  Clearing  Corporation  to  cease  acting  for 
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him.  When  the  Corporation  ceases  to  act  for  a  Clearing  Member  he 
will  get  back  his  contribution  to  the  Clearing  Fund  after  any  share 
of  the  losses  of  the  Stock  Clearing  Corporation  for  which  such  con- 
tribution is  liable  has  been  deducted  and  the  Clearing  Member  has 
paid  all  amounts  due  by  him  to  the  Stock  Clearing  Corporation  and 
all  transactions  out  of  which  further  obligations  to  the  Stock  Clearing 
Corporation  might  arise  have  been  closed. 

Anticipated  Results 

It  is  expected  that  the  operations  of  the  Stock  Clearing  Corpora- 
tion will  reduce  the  demand  for  day  loans  from  the  certifying  banks 
by  at  least  65%  and  firms  now  maintaining  bank  balances  for  the 
purpose  of  securing  such  accommodation  will  be  enabled  to  reduce 
their  bank  balances.  Certification  will  not  be  entirely  eliminated  and 
reasonable  bank  balances  will  still  have  to  be  maintained  but  it  is 
expected  that  the  reduction  in  the  bank  balances  which  will  be 
necessary  for  the  Clearing  Members  to  maintain  will  offset  their  con- 
tributions to  the  Clearing  Fund. 

Day  Clearing  Branch  Operations 

Night  Clearing  cash  balances  and  security  balances  will  be  entered 
on  a  separate  sheet  with  footings  showing  the  totals  of  transactions. 
All  such  "balance"  sheets  will  be  delivered  by  the  Night  Clearing 
Branch  to  the  Day  Clearing  Branch  on  the  delivery  day  following 
their  receipt.  Security  balance  tickets  will  be  given  out  at  the  Night 
Branch  of  the  Stock  Clearing  Corporation  at  9:00  A.M.  on  the  delivery 
day  and  will  have  the  names  of  members  from  whom  and  to  whom  the 
securities  entered  thereon  are  to  be  received  or  delivered. 

Each  Clearing  Member  must  send  to  the  Stock  Clearing  Corpora- 
tion no  later  than  10:00  A.M.  itemized  lists  of  all  security  balances  to 
be  delivered  and  to  be  received  as  shown  by  the  security  balance 
tickets. 

Bond  balances  must  not  be  listed  with  stock  balances  but  must 
be  listed  on  separate  lists  provided  for  that  purpose. 

These  itemized  lists  must  be  accompanied  by  orders  signed  by 
authorized  representatives  of  the  Clearing  Members  authorizing  the 
Stock  Clearing  Corporation  to  credit  the  Clearing  Members'  accounts 
with  the  total  value  of  the  securities  to  be  delivered  and  to  charge 
their  accounts  with  the  total  value  of  securities  to  be  received,  such 
credits  and  charges  to  be  contingent  upon  the  actual  delivery  of  the 
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securities.  Delivery  of  securities  on  Stock  Clearing  Corporation 
balance  orders  will  be  made  direct  between  members  as  heretofore 
(unless  otherwise  directed  by  the  Stock  Clearing  Corporation),  but 
instead  of  payment  being  made  as  heretofore,  the  Clearing  Member 
making  a  delivery  will  secure  a  receipt  from  the  Clearing  Member  to 
whom  the  delivery  is  made  which  will  be  filed  with  the  Stock  Clear- 
ing Corporation  and  will  confirm  the  charges  and  credits  with  respect 
to  such  securities. 

Transfers  of  accounts  and  deliveries  of  securities  other  than 
deliveries  on  security  balance  orders  may  be  made  through  the  Stock 
Clearing  Corporation  when  its  approval  has  been  obtained  on  appli- 
cation therefor. 

The  Stock  Clearing  Corporation  will  act  for  Clearing  Members 
in  connection  with  the  paying  off  of  loans  from  banks,  bankers  and 
trust  companies  and  other  lenders  of  money  to  Clearing  Members 
and  the  making  of  new  loans.  Negotiations  for  loans  will  be  made  on 
the  floor  of  the  Exchange  or  directly  between  the  lenders  and  bor- 
rowers as  at  present.  Forms  of  return  loan  agreements  and  new  loan 
agreements  to  be  executed  by  the  Clearing  Members  and  the  banks, 
bankers  and  trust  companies  or  other  lenders  of  money  will  be  pro- 
vided by  the  Stock  Clearing  Corporation.  Such  agreements  must  be 
made  out  in  triplicate  and  all  three  agreements  must  be  signed  by  the 
Clearing  Member  and  also  by  an  authorized  representative  of  the 
lender.  The  lender  will  retain  one  of  the  triplicates  and  two  of  the 
triplicates  will  be  delivered  to  the  Stock  Clearing  Corporation. 
Such  agreements  for  return  loans  and  for  the  making  of  new  loans 
must  be  delivered  to  the  Stock  Clearing  Corporation.  If  not  dis- 
approved by  the  Stock  Clearing  Corporation  within  one  hour  after 
being  delivered  to  it  (subject  to  certain  provisions  as  to  extensions  of 
time),  a  return  loan  agreement  or  a  new  loan  agreement  will  become 
operative  and  the  Stock  Clearing  Corporation  will,  for  account  of 
the  Clearing  Member  in  the  case  of  a  return  loan  agreement,  pay 
off  the  loan  and  receive  the  collateral  therefor  and,  in  the  case  of  a 
new  loan  agreement,  receive  the  amount  of  the  new  loan  and  the 
borrower  will  deliver  the  securities  direct  to  the  lender  or  the  Stock 
Clearing  Corporation  may  deliver  the  securities  to  the  lender. 

The  lenders'  representatives  will  be  assigned  to  booths  at  the 
Stock  Clearing  Corporation  where  they  will  arrive  about  11:30  A.M. 
with  the  collateral  for  the  loans  that  are  to  be  paid  off  and  with  checks 
for  new  loans  to  be  made.  They  will  remain  at  the  booths  until 
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2:30  P.M.  or  until  their  transactions  for  the  day  have  been  com- 
pleted. 

When  a  loan  is  paid  off  and  until  a  new  loan  is  made  and  the 
money  therefor  received,  the  Stock  Clearing  Corporation  will  have 
possession  of  the  securities  except  in  so  far  as  they  are  turned  over 
to  the  Clearing  Member  for  delivery  on  security  balance  orders  or 
for  other  special  purposes  under  safeguards  prescribed  by  the  Stock 
Clearing  Corporation. 

The  day's  transactions  between  the  Stock  Clearing  Corporation 
and  each  Clearing  Member  will  be  settled  at  the  close  of  business  by 
delivery  of  securities  and  payment  of  money  due  to  or  from  the 
Clearing  Member. 

Charges 

The  charges  of  the  Corporation  will  be  as  follows : 

First,  A  charge  will  be  made  of  five  cents  for  every  100  shares  on 
each  side  of  the  sheet  including  balances  in  the  Night  Clearing 
Branch,  as  at  present. 

Second,  A  charge  for  services  rendered  for  the  values  represented 
by  the  receipt  and  delivery  of  securities  will  be  at  the  rate  of  two 
cents  for  every  $1,000  on  each  side. 

Third,  A  charge  of  one  cent  for  each  $1,000  involved  in  clearing 
a  bank  loan.  (In  this  connection,  the  paying  off  of  a  loan  through 
the  Stock  Clearing  Corporation  of  $100,000  will  cost  the  member  $1.00 
with  an  equal  charge  of  $1.00  for  making  a  new  loan  in  the  same 
way  for  the  same  amount.) 

The  above-mentioned  scale  of  charges  will  be  subject  to  revision 
based  upon  the  expenses  of  the  Stock  Clearing  Corporation. 
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NEW    YORK   COTTON    EXCHANGE 
CLEARING  ASSOCIATION  RULES 

The  rules  and  regulations  prescribed  by  the  New  York  Cot- 
ton Exchange  for  the  operation  of  the  clearing  house  depart- 
ment are  as  follows : 

Method  of  Clearance 

The  Association  may  accept  contracts  offered  to  it  by  Clearing 
Members  for  clearance,  and  by  such  acceptance  shall,  in  place  of 
either  party  to  a  contract  so  accepted  and  toward  the  other  party 
thereto,  assume  the  obligations  imposed  thereby  and  succeed  to  and 
become  vested  with  all  the  rights  and  benefits  accruing  therefrom, 
assuming  to  the  buyer  the  position  of  seller  and  to  the  seller  the 
position  of  buyer,  as  the  case  may  be.  As  between  the  Association 
and  each  of  the  parties  to  an  accepted  contract,  the  terms  and  con- 
ditions thereof  shall  continue  in  full  force  and  effect. 

Each  Clearing  Member  shall  make  daily  reports  to  the  Association 
of  all  contracts  for  future  delivery  of  cotton  made  by  such  member 
on  the  New  York  Cotton  Exchange  with  other  Clearing  Members  in 
accordance  with  rules  and  regulations  prescribed  by  the  Directors. 

Each  report  shall  be  accompanied  by  a  check  to  the  order  of  the 
Association,  or  draft  upon  it,  for  the  amount  necessary,  after  allowing 
for  amounts  theretofore  paid  on  account,  to  mark  outstanding  con- 
tracts with  the  Association,  together  with  all  other  contracts  set  forth 
in  the  icport,  to  the  last  closing  bid  prices  on  the  New  York  Cotton 
Exchange  for  cotton  deliverable  in  the  months  mentioned  in  such 
contracts,  respectively.  (Marking  a  contract  to  the  closing  bid  prices 
is  the  payment  of  receipt  of  the  difference  between  the  value  of  the 
contract  at  the  contract  price  and  at  the  closing  bid  price.)  There 
shall  also  be  attached  to  and  be  delivered  with  such  report  a  check 
for  any  original  margin  that  may  be  required,  as  prescribed  in  the 
subsequent  text. 

All  contracts  reported  to  the  Association  as  above  provided  shall 
be  deemed  accepted  by  it,  unless  the  parties  thereto  are  notified  in 
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writing  to  the  contrary  by  the  Association  on  or  before  n  A.M.  on 
the  business  day  following  that  on  which  the  contracts  are  made,  up  to 
which  time  the  Association  has  the  right  to  refuse  to  accept  any  con- 
tract reported  to  it  as  aforesaid. 

Transferable  Notices 

Notices  of  delivery  may  be  issued  and  passed  to  the  Association 
in  accordance  with  such  regulations  as  the  Directors  may  adopt. 
Original  margins  on  trades  on  which  notices  have  passed  shall  not  be 
released  until  the  delivery  is  complete,  unless  otherwise  ordered  by 
the  Directors. 

Guaranty  Fund 

Each  Clearing  Member  as  defined  heretofore  shall,  before  the 
Association  becomes  a  party  to  a  contract  with  him,  advance  to  the 
Association  the  sum  of  fifteen  thousand  dollars  ($15,000),  and  the 
monies  thus  advanced  shall  collectively  constitute  a  fund  to  be  known 
as  the  "Guaranty  Fund  of  the  New  York  Cotton  Exchange  Clearing 
Association,  Inc."  The  monies  thus  advanced  shall  be  deposited 
by  the  Association  in  a  Special  Account  in  its  name  in  such  deposi- 
tories in  the  City  of  New  York  as  may  be  selected  by  the  Directors, 
and  may  from  time  to  time  be  used  for  the  payment  of  any  loss  or 
damage  to  the  Association  caused  by  default  of  any  Clearing  Member. 

The  Guaranty  Fund  or  any  part  thereof  which  may  be  lost  through 
the  insolvency  of  any  depository  or  through  embezzlement  or  defal- 
cation, shall  be  forthwith  restored  by  transferring  thereto  all  of  the 
surplus  that  may  be  necessary,  except  such  an  amount,  not  exceeding 
$1,000,  as  the  Directors  may  decide  to  retain  in  the  surplus  fund,  and 
if  the  amount  thus  transferred  from  the  surplus  fund  be  not  sufficient 
to  cover  the  entire  loss,  the  balance  thereof  shall  be  assessed  in  equal 
shares  upon  the  Clearing  Members  of  the  Association,  who  shall 
immediately  (but  in  no  case  to  exceed  one  business  day)  after  notice 
in  writing  of  such  assessment  shall  have  been  delivered  at  the  offices 
of  such  Clearing  Members,  pay  the  same  to  the  Association. 

After  a  Clearing  Member  ceases  to  be  a  member  of  the  Association 
by  death,  resignation  or  otherwise,  and  after  his  actual  and  contin- 
gent obligations  to  the  Association  shall  have  been  discharged  in  full, 
so  much  of  his  original  contribution  to  the  Guaranty  Fund  as  shall 
remain  to  his  credit  therein,  after  it  has  been  applied,  as  provided 
in  these  By-Laws,  to  the  purposes  for  which  it  was  contributed,  shall 
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be  returned  with  interest  thereon  to  such  member  or  his  legal  repre- 
sentatives or  assigns.  Monies  advanced  by  members  to  the  Guaranty 
Fund,  as  provided  in  this  section,  shall  bear  interest  at  the  rate  of 
3  per  cent  per  annum. 

Original  Margins 

An  original  margin  shall  be  deposited  by  each  Clearing  Member 
upon  his  net  interest  in  his  contracts  with  the  Association,  and  shall 
be  for  an  amount  not  less  than  is  prescribed  in  the  following  schedule, 
viz.: 

(a)  Upon  a  net  interest  of  50,000  bales  or  less,  $3  per  bale. 

(b)  Upon  a  net  interest  in  excess  of  50,000  bales,  but  not  over 

100,000  bales,  $4  per  bale  upon  such  excess. 

(c)  Upon  a  net  interest  m  excess  of  100,000  bales,  $5  per  bale 

upon  such  excess. 

The  Directors  may  at  any  time  upon  24  hours'  previous  notice  in 
writing,  to  be  delivered  at  the  offices  of  all  Clearing  Members,  require 
that  an  original  margin  of  $5  per  bale  be  maintained  upon  the  entire 
net  interest  of  members  in  their  contracts  with  the  Association. 
This  requirement  shall  remain  in  effect  until  withdrawn  by  the 
Directors. 

In  addition  to  the  margin  required  above  on  the  net  interest  of 
each  Clearing  Member  upon  contracts  with  the  Association,  an  orig- 
inal margin  of  50  cents  per  bale  on  each  month  shall  be  required  on 
all  straddles  between  months. 

The  Directors  may  at  any  time  upon  24  hours'  previous  notice  in 
writing,  to  be  delivered  at  the  offices  of  all  Clearing  Members,  increase 
the  original  margin  required  on  straddles. 

Whenever  the  closing  bid  price  of  any  month  or  months  is  in 
excess  of  the  closing  bid  price  of  any  succeeding  month  or  months,  the 
buyer  of  such  premium  month  or  months  shall,  upon  24  hours'  notice 
in  writing,  deposit  such  additional  margin  as  the  Directors  may 
require. 

No  Gearing  Member  shall  be  allowed  to  have  contracts  with  the 
Association  representing  a  net  interest  of  more  than  400,000  bales,  or 
a  straddle  interest  of  over  400,000  bales,  nor  in  any  event  shall  all  of 
his  contracts  with  the  Association  maturing  in  any  one  month  amount 
to  more  than  500,000  bales. 

Original  margins  shall  be  deposited  in  any  Bank  or  Trust  Com- 
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pany  approved  by  the  Directors.  Checks  for  such  margins  shall  be 
made  payable  to  such  approved  depository  as  a  member  may  select, 
and  shall  be  attached  to  and  be  delivered  with  the  daily  reports  made 
by  members  under  these  rules,  and  such  funds  shall  be  at  the  risk  of 
the  member  depositing.  The  Association  shall  deliver  such  checks 
to  the  depositories  to  whose  order  they  are  drawn  and  procure  certifi- 
cates of  deposit  therefor,  which  shall  state  that  they  are  payable  to 
the  order  of  the  member  depositing  or  the  Association  as  the  Superin- 
tendent of  the  New  York  Cotton  Exchange  shall  direct,  and  shall  hold 
such  certificates  until  the  margin  is  released  under  the  rules  of  the 
Association.  Receipts  for  margins  deposited  as  above  shall  be  given 
by  the  Association  to  the  member  depositing.  Margins  which  are  no 
longer  required  shall  be  released  by  the  Association  and  the  certifi- 
cates duly  indorsed  shall  be  delivered  to  the  member  entitled  thereto 
upon  the  return  receipt. 

Under  such  regulations  as  may  be  established  by  the  Directors, 
receipts  of  an  approved  Bank  or  Trust  Company  for  United  States 
Bonds  may  be  deposited,  in  lieu  of  cash,  in  fulfillment  of  Members' 
original  margin  requirements. 

Variation  Margins 

Acting  under  such  general  rules  as  the  Directors  may  promulgate, 
the  Treasurer  of  the  Association  shall  call  for  margins  to  meet  the 
variations  in  the  market  at  any  time  during  the  day.  Such  margins 
must  be  paid  to  the  Association  in  accordance  with  rules  to  be  pre- 
scribed by  the  Directors. 

Defaults 

A  Clearing  Member  shall  be  deemed  to  be  in  default : 

1.  When  he  fails  to  meet  any  of  his  obligations  upon  his  con- 

tracts with  the  Association. 

2.  When  he  fails  to  pay  any  assessment  levied  upon  him  as  pro- 

vided in  these  By-Laws. 

3.  When  he  fails,  omits  or  refuses  to  furnish  margin  when  re- 

quired, pursuant  to  the  By-Laws,  Rules  and  Regulations  of 
the  Association. 

4.  When  he  refuses,  or,  without  sufficient  excuse,  omits  to  make 

a  daily  report  to  the  Association  of  his  contracts  with  other 
members  of  the  Association,  as  required  by  said  By-Laws, 
Rules  and  Regulations.  .  .  . 
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5.  When  his   failure  or  suspension   has   been   announced   from 

the  rostrum  of  the  New  York  Cotton  Exchange. 

6.  When  his  death  has  been  announced  from  the  rostrum  of  the 

New  York  Cotton  Exchange,  and  he  has  been  the  sole  seller 
or  buyer  or  the  only  Member  of  the  New  York  Cotton  Ex- 
change in  his  firm. 

Upon  such  default  being  made,  the  Association  shall,  without 
unnecessary  delay  and  within  three  business  hours,  cause  all  contracts 
then  outstanding  between  the  defaulting  member  and  the  Association 
to  be  closed  on  the  floor  of  the  New  York  Cotton  Exchange  through  a 
member  thereof. 

Payment  of  Losses 

If  such  defaulting  Clearing  Member  shall  be  unable  to  pay  immedi- 
ately any  deficit  owing  by  him  to  the  Association  arising  from  the 
closing  of  his  contracts  with  it  in  the  foregoing  manner,  the  amount 
of  such  deficit  shall,  until  collected  from  such  member,  be  made  good 
by  the  application  of  such  portion  of  the  surplus  of  the  Association 
as  the  Directors  determine  to  be  available  for  the  purpose  and  there- 
after by  applying  thereto  the  Guaranty  Fund,  or  such  portion  thereof 
as  may  be  necessary  for  that  purpose.  The  amount  withdrawn  from 
the  Guaranty  Fund  to  make  such  application  shall  be  promptly  re- 
stored thereto  by  assessments  levied  upon  all  Clearing  Members  in 
the  proportion  that  the  number  of  contracts  accepted  for  clearance 
from  each  of  them  by  the  Association  during  the  period  of  the  pre- 
ceding 9  months,  bears  to  the  total  number  of  contracts  accepted  for 
clearance  from  all  the  member?  during  that  period. 

Clearance  Fees 

A  clearance  fee  of  10  cents  for  each  contract  reported  by  Clearing 
Members  to  the  Association  shall  be  paid  by  them.  The  amount  of 
this  fee  may  be  changed  by  the  Directors  in  their  discretion. 

Whenever  an  assessment  shall  be  made  upon  members  to  restore 
to  the  Guaranty  Fund  a  loss,  as  provided  above,  or  to  make  good  the 
default  of  a  member,  the  Directors  shall  charge  an  additional  fee  for 
contracts  thereafter  cleared,  and  shall  keep  the  additional  amounts 
thus  collected  in  special  accounts.  To  these  accounts,  respectively, 
shall  also  be  credited  payments  made  in  reduction  of  the  loss  from  any 
of  the  causes  mentioned  in  the  previous  text  and  payments  made  by 
a  member  on  account  of  his  indebtedness.  The  amounts  standing  to 
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the  credit  of  such  special  accounts  shall,  at  such  time  as  the  Directors 
may  determine,  be  distributed  to  the  members  assessed  in  respect  of 
such  losses  or  defaults.  Such  additional  fee  shall  be  discontinued  as 
soon  as  all  assessments  shall  have  been  repaid. 

Specific  Rules 

1.  Calls  for  margin  to  meet  variations  in  the  market  shall  be  de- 
livered in  writing  at  the  offices  of  members  and  the  time  of  delivery 
shall  be  noted  thereon  by  the  messenger  delivering  and  clerk  receiving 
same.    The  amount  due  must  be  paid  by  certified  check  to  the  Asso- 
ciation within  one  hour  after  delivery  of  the  call  provided  that  all  calls 
made  before  2 130  shall  be  met  before  three  o'clock. 

Variation  margins  paid  to  the  Association  during  the  day  may  be 
withdrawn  if  no  longer  needed,  by  the  presentation  to  and  acceptance 
by  the  Association  of  the  draft  for  the  amount  claimed. 

2.  No  contracts  shall  be  entered  by  members  on  their  daily  reports 
to  the  Association  unless  contracts  or   slips   have  been  previously 
signed  by  both  parties  in  accordance  with  the  By-Laws  of  the  New 
York  Cotton  Exchange. 

3.  Any  member  who  issues  or  passes  to  the  Association  a  notice 
of  delivery  as  provided  in  the  By-Laws  and  Rules  of  the  New  York 
Cotton  Exchange  shall  further  pass  such  notice  of  delivery  to  the 
member  whom  the  Association  may  name. 

Any  member  who  passes  to  the  Association  a  notice  of  delivery 
where  there  is  not  sufficient  time  for  him  before  3  P.M.  (3 130  P.M.  on 
the  last  Notice  Day)  to  pass  such  notice  to  the  member  named  by  the 
Association,  shall  himself  be  deemed  the  last  acceptor  unless  the  party 
to  whom  he  tenders  the  notice  accepts  it  voluntarily. 

Notice  issued  to  the  Association  must  be  delivered  before  nine  A.M. 

4.  Any  Bank  or  Trust  Company  designated  by  the  Board  of  Mana- 
gers of  the  New  York  Cotton  Exchange  as  a  depository  for  margins 
is  approved  as  a  depository  for  margins  of  this  Association. 

5.  Members   issuing  and/or   stopping  transferable  notices   shall 
make  note  of  same  on  their  Clearance  Sheets,  and  shall  maintain  origi- 
nal margin  on  such  contracts  until  the  cotton  has  been  delivered. 
Variation  margin  on  such  contracts  shall  be  deposited  in  trust  when 
called. 

When  original  margin  requirements  are  increased  by  the  receipt 
or  delivery  of  cotton,  proper  adjustment  of  original  margin  shall  be 
made  on  the  sheet  of  the  day  previous  to  delivery. 
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If  trading  in  the  current  month  has  ceased  before  the  day  fixed 
for  delivery,  the  Association  may  call  variation  margin  based  on  the 
vai  iation  in  price  of  the  next  month's  delivery. 

Members  who  shall  deliver  notices  to  non-members,  or  who  shall 
receive  notices  from  non-members,  shall  immediately  notify  the  Asso- 
ciation, and  shall  adjust  their  market  position  with  the  Association 
(if  any  adjustment  is  required)  under  its  directions. 

6.  When  a  member  is  called  for  variation  margin,  prior  to  the 
delivery  by  the  Association  of  draft  against  his  credit  balance  of  the 
previous  day,  the  Association  will,  upon  request  in  writing,  credit 
him  with  the  amount  of  such  draft,  against  said  call  for  variation 
margin. 

7.  On  the  last  day  upon  which  trading  is  permitted  in  cotton  for 
delivery  during  any  month,  all  transactions  made  in  the  current  month 
shall  be  reported  immediately  to  the  Clearing  Association,   stating 
name  of  firm  with  whom  the  transaction  is  made. 

8.  All  original  margins  shall  be  deposited  in  multiples  of  not  less 
than  Five  Hundred  Dollars  ($500.00). 

9.  Certificates  of  Deposit  (issued  by  any  Bank  or  Trust  Company 
designated  by  the  Board  of  Managers  of  the  New  York  Cotton  Ex- 
change as  a  Depository   for  Margins)    for  United   States   Coupon 
Bonds,  will  be  accepted  as  original  margin  at  90%  of  the  face  value 
of  such  bonds.     Such  certificates  shall  be  in  form  approved  by  the 
Directors  and  shall   require  the  delivery  of  the  said  bonds  to  the 
member  depositing,  or  to  the  New  York  Cotton  Exchange  Clearing 
Association,  Inc.,  as  the  Superindendent  of  the  New  York  Cotton  Ex- 
change shall  direct. 
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CLEARING  HOUSE  REGULATIONS  OF  THE 
CHICAGO  BOARD  OF  TRADE 

The  following  is  Rule  XX  of  the  rules  and  by-laws  of  the 
Chicago  Board  of  Trade,  governing  deposits  to  secure  the 
fulfilment  of  time  contracts : 

Sec.  I.  On  time  contracts,  purchasers  shall  have  the  right  to 
require  of  sellers,  as  security,  a  deposit  of  ten  (10)  per  cent,  based 
upon  the  contract  price  of  the  property  bought,  and  further  security, 
from  time  to  time,  to  the  extent  of  any  advance  in  the  market  value 
above  said  price.  Sellers  shall  have  the  right  to  require  as  security 
from  buyers  a  deposit  of  ten  (10)  per  cent  on  the  contract  price 
of  the  property  sold,  and,  in  addition,  any  difference  that  may  exist 
or  occur  between  the  estimated  legitimate  value  of  any  such  property 
and  the  price  of  sale.  All  securities  shall  be  deposited,  either  with 
the  Treasurer  of  the  Association  or  with  some  bank  duly  authorized 
by  the  Board  of  Directors  to  receive  such  deposits ;  and  shall,  in  each 
instance,  be  accompanied  by  the  following  form  of  memorandum  or 
statement. 


...      .                           BANK 

:     CHICAGO 
ig    .  .  . 

CHICAGO 
.ig    ... 

JOHN  R.  MAUPF, 
Sec'y  Board  of  Trade  of  the  City  of 
Chicago 

MARGIN  CERTIFICATES  WANTED 
By  

have  deposited  approved  Check  for  Margin 
Certificate    which   we    will    issue    today   in 
accordance  with  your  Rules  as  follows: 

FOR   DEPOSITOR   AND 

AMOUNT 
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The  above  form  of  memorandum  shall  state  the  name  of  the 
depository,  the  date  on  which  the  deposit  is  made,  the  name  of  the 
depositor,  and  also  the  name  or  names  of  the  party  or  parties  in 
whose  favor  the  deposit  is  to  be  made,  together  with  the  amount  or 
amounts  of  such  deposit  in  detail,  and  also  in  the  aggregate.  The 
left-hand  part  of  the  memorandum  or  statement  before  described 
shall  be  retained  by  the  depository  selected,  and  the  right-hand  por- 
tion thereof  taken  by  the  depositor,  after  being  duly  signed  by  the 
person  authorized  to  receipt  for  the  said  deposit,  and,  without  delay, 
placed  in  the  office  of  the  Clearing  House  of  the  Board  of  Trade  of 
the  City  of  Chicago ;  it  being  distinctly  understood  that  the  provisions 
of  Section  2  of  this  Rule  are  and  shall  remain  in  force,  and  that  the 
issuance  of  the  certificate  in  the  form  and  manner  prescribed  in  said 
Section  2  is  unaffected  by  the  provisions  of  this  section.  It  is  hereby 
provided  that  such  deposits  shall  not  be  made  with  any  bank  or  banks 
to  which  the  party  calling  for  the  said  security  shall  expressly  object 
at  the  time  of  making  such  "call";  but  in  such  case  the  deposit 
shall  be  made  with  some  duly  authorized  bank  not  thus  objected 
to,  or  with  the  Treasurer  of  the  Association,  as  the  depositor  shall 
elect. 

Sec.  2.  All  banks  which  may  be  appointed  to  act  as  depositories 
for  securities,  shall  be  required  to  have  one  or  more  of  their  executive 
officers,  members  of  this  Board,  who  shall  be  held  amenable  to  the 
Rules  of  said  Board  in  matters  of  dispute  arising  from  any  transac- 
tions on  the  Board  of  Trade  of  the  City  of  Chicago,  between  the  banks 
they  represent  and  any  of  the  members  of  said  Board  of  Trade,  and 
shall  execute  and  file  with  the  Secretary  of  the  Association  a  good  and 
sufficient  bond,  with  sureties,  to  be  approved  by  the  Board  of  Directors, 
for  the  proper  disposal  of  the  said  deposits,  in  accordance  with  the 
provisions  of  the  Rules,  Regulations  and  By-Laws  of  the  Association. 
Said  banks  shall  issue  certificates  in  duplicate,  not  transferable,  for 
all  such  deposits.  Said  certificates  shall  state  by  whom  the  deposit 
was  made,  and  for  whose  security  the  same  is  held,  that  the  deposit 
has  been  made  under  the  Rules  of  the  Board  of  Trade  and  is  payable 
upon  the  return  of  the  certificate  or  its  duplicate,  duly  indorsed  by 
the  parties  to  the  contract  or  contracts,  or  on  the  order  of  the  Presi- 
dent of  the  Board  of  Trade,  as  provided  by  Section  6  of  this  Rule. 
Said  certificate  shall  be  in  the  following  form,  to  wit : 
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ORIGINAL  (or)  DUPLICATE 
Not  Negotiable  or  Transferable 

Chicago 19 

has  deposited  with  this  Bank 

Dollars  as  security  on  a  contract  or 

contracts  between  the  depositor  and 

which  amount  is  payable  on  the  return  of  this  certificate  or  its  duplicate, 
duly  indorsed  by  both  of  the  above-named  parties,  or  on  the  order  of  the 
President  of  the  Board  of  Trade  of  the  City  of  Chicago,  indorsed  on 
either  the  original  or  duplicate  hereof,  as  provided  by  the  Rules  of  said 
Board  of  Trade,  under  which  the  above-named  deposit  has  been  made. 


Cashier. 

All  deposits  so  made  shall  be  held  to  have  been  made  as  security 
for  the  faithful  fulfillment  of  any  contracts  made  or  to  be  made  be- 
tween the  parties  during  the  time  the  deposit  shall  remain  unpaid; 
provided,  it  shall  be  competent  for  either  party  to  a  contract  to  de- 
mand that  the  certificate  shall  express  the  particular  contract  upon 
which  the  deposit  shall  have  been  made,  and  in  such  case  the  deposit 
shall  be  applicable  only  to  the  settlement  of  that  contract. 

Sec.  3.  The  Treasurer  of  the  Association  shall,  in  like  manner 
and  under  like  safeguards,  receive  deposits  for  security,  and  issue 
certificates  for  the  same,  payable  as  is  provided  by  Section  2  of  this 
Rule. 

Sec.  4.  The  party  depositing  security  shall,  within  one  hour  from 
the  time  such  deposit  shall  be  called,  deposit  with  the  Clearing  House 
of  the  Board  of  Trade  of  the  City  of  Chicago,  or  with  the  party 
calling  for  such  deposit,  the  duplicate  certificate  for  the  same,  in  due 
form,  as  provided  for  in  Section  2  of  this  Rule. 

Sec.  5.  Should  any  party  called  upon,  as  herein  provided  for, 
fail  to  deposit  the  security  called  within  the  next  banking  hour 
thereafter,  the  party  making  such  call  shall  have  the  right,  if  he  be 
the  seller,  to  resell  the  property  for  account  of  the  delinquent,  such 
resale  to  be  for' the  same  delivery  as  was  named  in  the  original  con- 
tract; if  he  be  the  buyer  he  shall  have  the  right  to  repurchase  the 
property  for  account  of  the  delinquent,  deliverable  at  the  time  named 
in  the  original  purchase ;  in  either  case  he  shall  at  once  communicate 
to  the  delinquent  the  action  he  has  elected  to  take,  and  all  losses  or 
damages  on  such  defaulted  contract  shall  be  at  once  due  and  shall  be 
payable  through  the  Clearing  House  the  same  as  though  said  con- 
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tract  had  fully  matured.  The  party  so  calling  may,  however,  elect 
to  permit  the  contract  to  stand,  in  which  case  no  notice  to  that  effect 
shall  be  necessary  to  the  delinquent.  All  notices  for  the  call  of  de- 
posits as  security,  or  of  the  closing  of  contracts  under  this  Rule,  may 
be  served  on  the  party  called,  either  in  person  or  by  leaving  a  written 
notice  at  his  place  of  business,  or  may  be  served  in  person  upon  his 
authorized  representative,  or  upon  any  clerk  representing  the  party  on 
'Change ;  and  in  case  the  party  called  upon  shall  not  be  known  to 
have  a  regular  place  of  business,  a  written  notice  left  in  the  office  of 
the  Secretary  of  the  Board  shall  be  deemed  sufficient. 

Sec.  6.  Upon  the  fulfillment  or  settlement  of  any  contract,  or 
upon  the  closing  of  any  contract  under  the  provisions  of  Section  5  of 
this  Rule,  deposits  upon  which  have  been  made,  and  when  the  full 
adjustment  of  all  differences  relating  to  the  same  shall  have  been 
effected,  the  deposits  shall  thereupon  be  payable  to  the  party  deposit- 
ing the  same;  and  the  joint  indorsement  of  both  parties  upon  the 
certificate  shall  be  a  sufficient  authority  to  the  party  holding  the 
deposit  to  pay  the  same  to  the  holder  of  the  certificate ;  or  in  case  of 
a  failure  between  the  contracting  parties  to  adjust  and  settle  their 
respective  claims  upon  the  deposit  within  three  (3)  business  days 
after  the  maturity  of  all  contracts  upon  which  the  deposit  is  appli- 
cable, the  matter  in  dispute  shall,  upon  the  application  of  either  party 
to  such  contracts,  be  submitted  to  a  select  committee  of  three  dis- 
interested persons,  members  of  the  Association,  to  be  appointed  by 
the  President,  which  committee  shall,  without  unnecessary  delay, 
summon  the  parties  before  them,  and  hear  such  evidence  under  oath 
as  either  may  wish  to  submit  touching  their  claims  to  the  deposit,  and 
shall  by  a  majority  vote  decide,  and  report  to  the  President  of  the 
Board,  in  writing,  in  what  manner  and  to  whom  the  deposit  is  payable, 
either  wholly  or  in  part,  whereupon  the  President  shall  indorse  on 
either  the  original  or  duplicate  certificate  an  order  for  the  payment 
of  such  deposits  in  accordance  with  the  decision  of  said  committee, 
and  such  order  shall  be  a  sufficient  warrant  to  the  party  holding  the 
deposit  to  pay  the  same  in  accordance  with  such  order.  In  case  any 
member  neglects  or  refuses  to  indorse  a  certificate  of  deposit  to  the 
party  entitled  to  receive  the  money  thereupon  when  all  contracts 
upon  which  the  deposit  is  applicable  are  settled,  and  all  money  due 
upon  such  contracts  has  been  paid,  he  shall  be  liable  to  a  penalty  of 
one  per  cent  per  day  on  the  amount  of  such  certificates,  for  every 
day  such  refusal  or  neglect  is  continued;  and  for  refusal  to  promptly 
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pay  such  penalty,  the  party  may,  upon  due  complaint,  be  suspended 
from  all  privileges  of  the  Board  until  the  same  is  paid.  In  case  it 
should  occur  that  by  reason  of  changes  in  the  market,  or  of  delivery 
upon,  or  the  settlement  of  a  portion  of  the  contracts  upon  which 
security  has  been  deposited  and  to  which  such  security  is  properly 
applicable  under  this  Rule,  that  a  larger  sum  remains  on  deposit  than 
is  contemplated  by  Section  i  of  this  Rule  upon  then  existing  unad- 
justed contracts  between  the  parties,  and  either  party  to  such  con- 
tract should  refuse  to  release  such  excess  of  deposit,  the  President 
of  the  Board  is  authorized,  upon  a  representation  of  the  facts  and 
admission  or  proof  that  such  excess  ought  to  be  released,  to  order  such 
release  and  payment  to  be  made  to  the  party  to  whom  it  rightfully 
belongs,  by  the  indorsement  of  an  order  to  that  effect  on  either  the 
original  or  duplicate  certificate  or  certificates  issued  for  such  deposits ; 
provided,  in  case  of  such  disagreement  no  surrender  of  the  deposit 
shall  be  ordered  pending  any  arbitration  touching  the  rights  of  the 
parties  under  the  said  contract  or  contracts,  or  in  case  the  party  re- 
fusing to  adjust  the  dispute  shall  signify  his  willingness  to  submit 
the  matter  to  arbitration. 

Sec.  7.  In  determining  the  value  of  property  under  this  Rule,  its 
value  in  other  markets,  or  for  manufacturing  or  consumptive  pur- 
poses in  this  market,  together  with  such  other  facts  as  may  justly 
enter  in  the  determination  of  its  value,  shall  be  considered  irrespec- 
tive of  any  fictitious  price  it  may  at  the  time  be  selling  for  in  this 
market.  Such  value,  for  the  purposes  of  this  Rule,  in  case  of  disagree- 
ment, shall  be  determined  by  the  Board  of  Directors,  and  communi- 
cated to  the  parties  in  interest  through  the  President  or  Secretary. 

Sec.  8.  On  to-arrive  grain  contracts  of  thirty  days  or  more, 
buyers  shall  have  the  right  to  require  of  non-resident  sellers  as 
security  to  be  deposited  with  the  buyer,  a  deposit  of  ten  per  cent, 
based  upon  the  contract  price  of  the  property  bought,  and  further 
security,  from  time  to  time,  to  the  extent  of  any  advance  in  the 
market  value  above  said  price. 

Deposits  so  made  shall  be  released  on  the  performance  of  the 
contract  or  before,  in  the  discretion  of  the  buyer,  or  may  be  held 
in  whole  or  in  part  in  conformity  with  the  requirements  of  this  sec- 
tion, applicable  to  any  other  contracts  between  the  principals. 

Failure  to  deposit  security,  as  required  by  this  section,  within 
two  business  days,  shall  entitle  the  buyer  to  elect  to  declare  any  or 
all  contracts  covered  by  such  call,  canceled,  or  to  re-buy  on  the  open 


328  APPENDIX 

market  an  equal  quantity  of  the  commodity  covered  by  the  contract, 
and  the  buyer  shall  at  once  notify  the  seller  of  such  action. 

Disputes  arising  from  security  calls,  deposits  or  release  of  them 
may  be  referred  to  the  To-Arrive  Grain  Committee  and  its  decision 
shall  be  binding  on  both  principals. 

Below  is  given,  in  part,  Rule  XXII  of  the  rules  and  by-laws 
of  the  Chicago  Board  of  Trade,  which  prescribes  the  rights  of 
parties  on  contracts : 

Sec.  6.  In  case  it  shall  appear  that  the  delivery  of  any  outstand- 
ing trade  or  contract  between  members  of  the  Association  may  be 
offset  by  some  other  corresponding  trade  or  contract,  made  by  the 
parties  with  other  members  of  the  Association,  and  the  parties  to 
such  trade  or  contract,  or  their  authorized  agents,  consent  to  such 
offset,  such  trade  or  contract  shall  be  deemed  to  have  been  settled, 
and  any  balance  between  the  current  market  value  of  the  property 
covered  by  such  trade  or  contract,  and  the  several  contract  prices 
shall  be  due  and  payable  immediately  by  the  party  from  whom  such 
balance  may  be  due  to  the  party  entitled  to  receive  the  same  under 
his  contract.  The  current  market  value  of  the  property  contracted 
for  shall  be  conspicuously  posted,  at  a  stated  hour  each  day,  under 
the  direction  of  the  Board  of  Directors,  in  the  Exchange  Hall  and  in 
the  settlement  room  of  the  Board,  which  posting  shall  serve  as  a 
basis  for  the  adjustment  of  all  contracts  settled,  as  herein  provided 
on  that  day. 

In  order  to  facilitate  the  operation  of  this  section,  each  member 
is  required  to  keep  a  settlement  book  in  which  shall  be  entered  the 
names  of  parties  with  whom  settlements  have  been  made,  and  the  dates 
and  terms  of  the  trades  included  in  such  settlements,  and  the  terms 
of  such  settlements,  and  the  prices  at  which  the  commodities  were 
originally  sold  or  purchased,  and  the  amounts  due  to  or  from  him  or 
them  on  each  separate  settlement,  also  the  net  amount  due  to  or  from 
him  or  them  on  all  settlements ;  and  the  Board  of  Directors  is  hereby 
authorized  to  provide  a  suitable  office,  with  the  necessary  employes, 
to  which  members  shall  be  required,  at  stated  hours  each  day,  to 
make  reports,  showing  the  net  balance  due  to  or  from  each  member, 
as  shown  by  such  settlement  book,  and  also  the  general  balance  due 
to  or  from  him  or  them  upon  all  such  settlements;  each  report  to  be 
accompanied  with  an  acceptable  check  for  the  aggregate  of  balances, 


CHICAGO  CLEARING  HOUSE  REGULATIONS  329 

if  any,  due  from  him  or  them  on  the  contracts  so  settled;  whereupon, 
if  said  report  is  found  to  be  correct,  as  compared  with  other  reports 
rendered  him,  the  person  in  charge  of  said  office  shall,  at  a  stated  hour 
each  day,  pay  to  each  of  the  parties  making  such  reports  any  balances 
which  he  may  have  collected,  and  which  shall  appear  to  be  due  to  them 
by  said  reports,  less  such  charges  as  shall  be  prescribed  by  the  Board 
of  Directors  as  compensation  for  the  services  of  said  office. 

Sec.  7.  It  shall  be  the  duty  of  each  member  or  firm  making  a 
transaction  for  future  delivery  of  grain  or  flaxseed  in  5,000  or  10,000 
bushel  lots,  pork  in  250  package  lots,  lard  and  D.  S.  short  ribs  and 
D.  S.  extra  short  clears  in  lots  of  50,000  pounds,  under  the  rules  of  the 
Association,  to  confirm  such  transaction  by  sending  to  the  Clearing 
House  a  memorandum  of  the  same  by  6  :oo  o'clock  P.M.  of  the  day 
on  which  it  is  made;  such  memorandum  shall  be  in  writing,  and  shall 
state  on  its  face  the  date  of  the  transaction,  the  quantity  and  kind  of 
property  covered  by  the  same,  the  month  of  delivery,  the  price,  and 
the  name  of  the  party  to  whom  sold  or  of  whom  bought,  and  shall 
be  signed  by  the  party  or  firm  making  the  same.  All  transactions  of 
the  same  date  made  with  any  member  or  firm  may  be  included  in  one 
memorandum,  and  all  such  memoranda  shall  be  sent  to  the  Clearing 
House  by  the  member  or  firm  making  the  same,  in  unsealed  envelopes 
addressed  to  the  member  or  firm  with  whom  such  transactions  were 
made:  provided,  that  if  any  member,  firm  or  corporation  is  unable, 
with  diligent  effort,  to  check  any  transaction  made  with  another 
member,  firm  or  corporation,  in  the  manner  herein  provided,  such 
transaction  shall  be  closed  out  for  the  account  of  whom  it  may  con- 
cern by  the  member,  firm  or  corporation  claiming  the  contract,  before 
the  close  of  trading  hours  of  the  next  business  day,  in  order  to  estab- 
lish any  claim  for  loss  because  of  such  failure  to  check  by  the  other 
party  to  the  contract.  It  shall  be  the  duty  of  the  Clearing  House 
Manager  to  assort  and  have  ready  for  delivery  by  8:00  o'clock  A.M. 
of  the  following  day,  and  to  deliver,  on  application,  all  envelopes 
containing  such  memoranda  as  are  left  with  him  in  compliance  with 
this  section.  In  order  to  enforce  this  section,  it  is  hereby  provided 
that  any  member  or  firm  failing  to  comply  with  its  provisions,  shall 
be  fined  $5.00  for  each  offense,  and  for  repeated  offenses  they  may  be 
disciplined  by  the  Directors  under  the  provisions  of  Section  9  of  Rule 
IV. 

Sec.  8.  It  shall  be  the  duty  of  each  member  or  firm  making  an 
offset  of  any  outstanding  contract  for  future  delivery,  to  confirm  the 
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same  by  sending  to  the  Clearing  House  a  memorandum  of  the  same  by 
6:00  o'clock  P.M.  of  the  day  on  which  it  is  made;  such  memorandum 
shall  be  in  writing,  and  shall  state  on  its  face  the  date  of  the  offset  and 
the  amount  proposed  to  be  paid  or  collected.  When  several  offsets 
have  been  made  on  any  one  day,  the  memorandum  shall  state  the  net 
'  amount  only  of  the  proposed  payments  or  collections ;  such  memoranda 
shall  be  sent  to  the  Clearing  House  by  the  member  or  firm  making  the 
same,  in  unsealed  envelopes  addressed  to  the  member  or  firm  with 
whom  such  transactions  were  made.  It  shall  be  the  duty  of  the 
Gearing  House  Manager  to  assort  and  have  ready  for  delivery  by 
8:00  o'clock  A.M.  of  the  following  day,  and  to  deliver  on  application, 
all  envelopes  containing  such  memoranda  as  are  left  with  him  in 
compliance  with  this  section.  In  order  to  enforce  this  section  it  is 
hereby  provided  that  any  member  or  firm  failing  to  comply  with  its 
provisions  shall  be  fined  $5.00  for  each  offense,  and  for  repeated 
offenses  they  may  be  disciplined  by  the  Directors  under  the  provisions 
of  Section  9,  of  Rule  IV. 

Sec.  9.  In  case  any  member  of  this  Association,  acting  as  a  com- 
mission merchant,  shall  have  made  a  purchase  or  sale  by  order  and  for 
account  of  another,  whether  the  party  for  whom  any  such  purchase 
or  sale  was  made  be  a  member  of  this  Association  or  not,  said  member 
shall  be  deemed  authorized  to  settle  such  contract  through  the 
Exchange  Clearing  House  of  this  Association,  and  under  the  Rules 
and  Regulations  relating  to  such  Clearing  House;  and  the  Board  of 
Directors  of  this  Association  are  authorized  to  establish  Rules  and 
Regulations  governing  the  Exchange  Clearing  House  of  this  Asso- 
ciation, and  to  change,  add  to,  or  modify  such  Rules  and  Regulations 
from  time  to  time.  In  case  any  member  of  this  Association,  acting 
as  a  commission  merchant,  shall  have  made  purchases  or  sales  by 
order  and  for  account  of  another,  whether  the  party  for  whom  such 
purchase  or  sale  was  made  be  a  member  of  this  Association  or  not, 
such  order  shall  be  deemed  to  have  been  made  with  reference  to,  and 
to  be  executed  and  carried  out  in  all  respects  under  the  Rules,  Regu- 
lations and  Customs  of  this  Association  (including  the  Exchange 
Gearing  House  Regulations)  the  same  as  though  they  were  in  terms 
incorporated  into  such  order ;  provided,  that  in  case  of  substitution  of 
one  contract  for  another,  or  of  offsets  or  settlements  of  contracts  in 
pursuance  of  such  Rules,  Regulations  or  Customs,  the  member  or  firm 
making  the  same  shall  be  held  to  guarantee  to  his  or  their  principal 
the  ultimate  fulfillment  of  the  original  contract  made  under  such 
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order,  and  the  principal  also  continuing  liable  on  such  original  con- 
tract, the  same  as  though  no  substitution,  offset  or  settlement  were 
made. 

Following  are  the  regulations  adopted  by  the  Chicago 
Board  of  Trade  to  govern  the  operation  of  its  Clearing  House : 

I.  The  style  and  address  of  each  member  of  the  Clearing  House 
of  the  Board  of  Trade  of  the  City  of  Chicago — in  the  case  of  a  cor- 
poration, the  names  of  its  officers  and  directors  and  its  corporate 
name;  in  the  case  of  a  firm,  the  names  of  its  members  and  its  firm 
name — must  be  immediately  registered  at  said  Clearing  House;  also 
must  be  immediately  registered  any  change  in  the  style  or  address  of 
any  member  of  the  Clearing  House — in  the  case  of  a  corporation,  any 
change  in  its  corporate  name  or  in  its  officers  or  directors,  and  in 
the  case  of  a  firm  any  change  in  the  firm  name  or  in  the  membership 
thereof. 

A  fine  of  five  dollars  ($5.00)  shall  be  imposed  in  case  of  violation 
of  any  of  the  above  requirements. 

Suitable  blanks  shall  be  provided  by  the  Clearing  House  for 
furnishing  the  information  as  hereinbefore  set  forth  and  required. 

A  copy  of  all  registrations,  as  above  set  forth,  shall  be  sent  by  the 
manager  of  the  Clearing  House  to  each  and  every  member  thereof; 
also,  a  copy  shall  be  filed  by  the  Clearing  House  with  the  Secretary 
of  the  Board. 

II.  Printed   reports   to   show   the   net   balances,   as   provided   in 
General  Rule  No.  XXII,  Section  6,  Paragraph  2,  must  be  obtained 
at  the  Clearing  House. 

III.  Any  person,   firm  or  corporation,   member  of  the  Clearing 
House  of  the  Board  of  Trade  of  the  City  of  Chicago,  whose  report 
shows  a  balance  against  such  person,  firm  or  corporation,  shall  ac- 
company his  or  its  report  with  a  check  payable  to  the  order  of  the 
Clearing  House  of  the  Board  of  Trade  of  the  City  of  Chicago  for 
such  balance;  such  check,  if  not  issued  by  the  said  Clearing  House  of 
the  Board  of  Trade  of  the  City  of  Chicago,  if  in  excess  of  $100, 
must  be  duly  certified,  under  penalty  of  a  fine  of  five  dollars  ($5.00). 
Should  payment  on  a  certified  check  be  stopped  the  maker  must  im- 
mediately upon  receiving  official  notice  thereof,  deposit  with  the  said 
Clearing  House  of  the  Board  of  Trade  of  the  City  of  Chicago  another 
and  acceptable  check. 
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IV.  All  reports  must  be  in  the  Clearing  House  by   11:20  A.M. 
of  each  business  day,  under  penalty  of  a  fine  of  five  dollars  if  tardy, 
and  the  posting  of  the  delinquent  party  on  'Change  at  12:00  M.,  except 
on  days  when  the  Exchange  Room  is  closed  a  12:00  o'clock  u.,  when 
the  names  of  delinquents  shall  be  posted  at  11:45  A-M-     All  reports 
deposited  in  the  Clearing  House  after  u  :25  A.M.  shall  be  subject  to 
an  additional  fine  of  one  dollar  for  each  five  minutes  or  part  thereof 
between  11:25  A.M.  and  the  time  at  which  they  are  deposited  at  the 
Clearing  House. 

V.  Parties  having  no  items  to  clear  must  so  report  in  writing, 
under  penalty  of  a  fine  of  one  dollar  for  neglect  of  such  report;  and 
parties  whose  reports  may  be  equal  on  both  sides,  and  those  whose 
reports  show  a  credit  balance,  must  put  them  in  the  Clearing  House, 
under  penalty,  as  provided  in  Art.  IV  above. 

N.  B. — To  insure  accuracy  and  expedite  the  clearings,  parties  must 
be  sure  the  amounts  claimed  are  mutually  agreed  upon  and  correct. 
A  penalty  of  one  dollar  will  be  collected  of  any  party  claiming  from 
or  allowing  to  another  party  a  wrong  amount,  and  also  for  each 
error  in  footing  or  subtraction.  All  doubtful  items  must  be  excluded 
from  the  report. 

VI.  If  a  claim  is  not  allowed  by  the  debtor,  the  claimant  must  on 
notice  thereof,  pay  to  the   Clearing   House  by   certified  check  the 
amount  claimed;  such  payment  to  be  made  before  i  :oo  o'clock  P.M. 
of  the  day  on  which  notice  is  served,  under  penalty  of  a  fine  of  five 
dollars  ($5.00).     If  such  claim  is  not  paid  prior  to  2:30  o'clock  P.M. 
of  the  same  day,  the  Clearing  House  will  hold  whatever  funds  it  may 
have  belonging  to  the  claimant  or  his  creditors,  until  such  claim  is 
satisfied. 

VII.  In  case  a  party,  in  his  report,  allows  another  party  an  amount 
in  excess  of  that  claimed  by  the  second  party,  the  excess  will  be  re- 
funded to  the  first  party. 

VIII.  The  charge   for  clearing,  as   provided  by  the  Rules,   has 
been  fixed  at  one  and  one-half  cents  for  each  item  in  each  report, 
the  same  to  be  paid  monthly  on  presentation  of  the  bill  by  the  Clear- 
ing House.     Fines  to  be  paid  at  time  of  notification  that  the  same 
have  been  incurred,  under  penalty  of  the  withholding  of  the  next 
amount  due  such  debtor  or  reporting  the  delinquency  to  the  Board 
of  Directors. 

IX.  Parties  whose  reports  show  a  net  balance  in  their  favor  may 
call  for  check  after  2:30  P.M. 
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X.  No  reports  shall  be  amended  after  11:20  A.M. 
XL  Office  hours  shall  be  from  9  :oo  A.M.  to  3 130  P.M. 

XII.  No   firm   shall   be   allowed  the   privileges   of   the   Clearing 
House  while  any  member  of  said  firm  is  under  sentence  of  suspen- 
sion by  the  Board  of  Directors. 

XIII.  No  corporation  shall  be  allowed  the  privileges  of  the  Clear- 
ing House  while  any  officer  of  said  corporation  is  under  sentence  of 
suspension  by  the  Board  of  Directors.     And  whenever  one  of  the 
executive  officers  of  any  corporation  enjoying  the  privileges  of  the 
Clearing  House  shall  have  been  expelled  or  suspended  for  miscon- 
duct in  connection  with  the  business  of  said  corporation,  such  cor- 
poration shall  thereafter  and  during  the  period  of  such  suspension 
be  entitled  to  the  privileges  of  the  Clearing  House  only  after  favor- 
able action  of  the  Board  of  Directors  upon  its  written  application 
for  such  privileges. 

XIV.  Any  corporation  applying  for  membership  in  the  Clearing 
House  of  the  Board  of  Trade  of  the  City  of  Chicago,  may  be  ad- 
mitted to  such  membership  only  upon  recommendation  of  the  Clearing 
House  Committee,  in  the  exercise  of  its  discretion,  and  upon  ap- 
proval by  at  least  ten  affirmative  ballot  votes  of  the  Board  of  Direc- 
tors; provided,  that  three  negative  ballot  votes  are  not  cast  against 
any  such  corporation. 

XV.  When  aay  member  of  the  Clearing  House,  whether  person, 
firm  or  corporation,  is,  in  the  opinion  of  the  Clearing  House  Com- 
mittee, using  such  Clearing  House  for  the  purpose  of  clearing  the 
business  of  a  member  suspended  from  the  privileges  of  the  Board  or 
one  expelled  therefrom,  or  of  a  corporation  a  stockholder  of  which 
is  suspended  from  the  privileges  of  the  Board  or  expelled  therefrom, 
the  Clearing  House  Committee  shall  report  such  fact  to  the  Board  of 
Directors,  who,  in  the  exercise  of  its  discretion,  may  deprive  such 
a  person,  firm  or  corporation  of  the  privileges  of  the  Clearing  House 
for  such  period  as  they  may  see  fit;  the  intent  hereof  being  to  pre- 
vent any  membership  in  the  Clearing  House  being  used  as  a  subter- 
fuge to  enable  one  suspended  or  expelled  from  the  Board  to  still 
enjoy  the  advantages  of  the  Clearing  House,  but  not  to  prevent  a  mem- 
ber from  clearing  the  individual  trades  made  for  the  account  and 
personal  benefit  of  one  suspended  or  expelled  from  the  Board. 

XVI.  Applications  by  persons  or  firms   for  membership   in  the 
Clearing  House  of  the  Board  of  Trade  of  the  City  of  Chicago  must 
be  submitted  to  the   Clearing  House   Committee  and  passed  upon 
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favorably  by  them  before  applicants  will  be  entitled  to  the  privileges 
of  the  said  Clearing  House  of  the  Board  of  Trade  of  the  City  of 
Chicago. 

XVII.  When  any  member  of  the  Clearing  House  of  the  Board 
of  Trade  of  the  City  of  Chicago,  whether  person,  firm  or  corporation, 
has  not  for  the  period  of  one  month  cleared  any  trades  through  the 
said  Clearing  House,  such  person,  firm  or  corporation  shall  cease 
to  be  a  member  of  the  said  Clearing  House;  and  no  such  person,  firm 
or  corporation  can  resume  his  or  its  membership  in  the  said  Clearing 
House,  except  by  making  a  new  application  for  membership  therein 
and  in  accordance  with  all  the  provisions  of  Section  30  of  Rule  IV 
of  the  Rules  of  the  Board  of  Trade  of  the  City  of  Chicago  and  Regu- 
lations XIV  and  XVI  of  the  Regulations  of  the  Clearing  House  of 
the  said  Board  of  Trade  of  the  City  of  Chicago. 
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The  following  general  instructions  are  printed  on  the  re- 
verse side  of  Form  747  which  all  dealers  in  future  contracts 
in  commodities  must  file  with  an  internal  revenue  officer : 

1.  Persons  Required  to  Make  Return.     Every  person  who  makes 
contracts  of  sale  or  purchase  of  any  product,  or  merchandise,  at  or 
under  the  rules  and  usages  of  any  exchange,  board  of  trade,  or  other 
similar  place  of  business,  for  future  delivery,  whether  such  contracts 
shall  be  cleared  and  adjusted  through  a  clearing  house,  or  directly 
between  seller  and  buyer,  or  otherwise,  must  make  a  return  of  all 
such  transactions,  written  legibly  in  ink,  to  the  Commissioner  or  duly 
designated  officer.     If  during  the  month  no  transactions  have  been 
made  by  the  person  required  to  file  return,  a  statement  to  that  effect 
must  be  filed  in  lieu  of  a  return.    Returns  written  with  pencil  will  not 
be  accepted. 

2.  Date  of  Filing  Return.     The  return  must  be  filed  on  or  before 
the  fifteenth  day  of  each  month  for  the  transactions  of  the  preceding 
month,  or  for  any  other  period  required  by  the  Commissioner.    A  re- 
turn mailed  on  the  fifteenth  day  of  the  month  will  be  accepted  as  if 
delivered  on  that  date. 

3.  Signature  and  Verification.     Returns  must  be  signed  and  veri- 
fied either  by  the  person  making  such  return  or  by  his  duly  authorized 
agent,  and  must  be  sworn  to  before  an  officer  authorized  to  administer 
oaths,  and  the  seal  of  the  attesting  officer,  if  he  is  required  to  have 
a  seal,  must  be  inpressed  on  the  return.    The  oath  will  be  administered 
without  cost  by  any  collector  or  deputy  collector  of  internal  revenue 
or  by  any  internal  revenue  agent  charged  with  the  handling  of  such 
return. 

4.  Returns  to  be  Checked.     All  figures  on  the  return  should  be 
carefully  checked  against  the   facts  as  disclosed  by  the  books  of 
record. 

5.  Statement  of  "Future  Delivery"  Stamps  Bought  and  Used,  and 
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Consolidated  Stamp  Statement.  All  "future  delivery"  stamps  pur- 
chased and  used  during  the  month,  as  well  as  stamps  on  hand  brought 
forward  from  the  preceding  month  and  the  stamps  remaining  on  hand 
at  the  close  of  business  for  the  month  reported,  must  be  accounted 
for  each  month  in  the  blanks  provided  for  that  purpose. 

In  markets  where  two  or  more  commodities  are  dealt  in,  conven- 
ience in  preparing  the  consolidated  stamp  statement  of  the  amount  of 
"future  delivery"  stamps  bought  and  used  and  uniformity  of  practice 
throughout  will  be  obtained  by  summarizing,  on  one  predetermined 
return,  all  stamps  used  on  the  contracts  of  the  various  other  commodi- 
ties. For  example:  Summarize  "Wheat,"  "Corn,"  "Oats,"  "Lard," 
etc.,  upon  the  "Wheat"  return,  and  continue  that  practice  in  like 
manner  each  month;  and  across  the  face  of  the  "SUMMARY"  blank 
on  each  separate  return  write  that  the  "Total  tax  paid"  on  such  re- 
turn is  forwarded  to  the  consolidated  stamp  statement,  viz. :  "See 
Wheat." 

SPECIAL  INSTRUCTIONS 

6.  Separate   Returns   Required,     (a)   Separate   returns    must   be 
filed  each  month  for  each  class  of  business  conducted,  one  return  for 
the  twelve  months  of  delivery,  segregating  the  several   months  of 
delivery  under  the  proper  columns  on  each  return. 

(b)  "Privileges,"  "Offers,"  "Puts  and  calls,"  etc.     Separate  re- 
turns must  be  filed  for  that  class  of  business  variously  known  as 
"privileges,"    "deferred   acceptance   contracts,"    "offers,"    "puts   and 
calls,"  etc.     (See  paragraph  19,  below.) 

(c)  Contracts  made  under  the  rules  or  usages  of  any  exchange. 
If  the  transactions  were  not  made  at  or  on  an  exchange,  but  were 
made  "under  the  rules  or  usages  of  any  exchange  .  .  .  for   future 
delivery"    (meaning   a    sale   not    expressly    requiring    immediate    or 
prompt  delivery  within  twenty  days),  a  separate  return  must  be  filed 
for  each  class  of  business  so  conducted. 

7.  Method  of  Entering  Quantity.     The  unit  of  measure  for  the 
product  must  always  be  stated  in  the  blank  provided  for  the  purpose, 
for  example: 

250  tierces  lard,  340  pounds  each,  or  85,000  pounds. 
1,000  bushels  corn. 
5,000  bushels  wheat. 

50  bags  clover  seed,  2^2  bushels  each,  or  125  bushels. 

100  bales  cotton,  500  pounds  each,  or  50,000  pounds 
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For  the  sake  of  convenience  and  brevity  in  case  of  contracts  made 
in  multiples  of  thousands,  enter  the  figures  therefor  and  omit  the 
last  three  ciphers;  in  case  of  contracts  made  in  multiples  of  hundreds, 
omit  the  last  two  ciphers;  but  in  case  of  contracts  made  in  odd  num- 
bers or  multiples  thereof,  each  contract  must  be  treated  as  a  numeral 
and  entered  as  i.  Illustrations : 

1,000  bushels  oats,  enter  the  figure  i. 
115,000  bushels   wheat,   enter  the  figures   115. 
1,000  bales  cotton,  enter  the  figure  10. 
250  barrels  $ork,  enter  the  figure  i. 
50  bags  clover  seed,  enter  the  figure  i. 

The  above  will  illustrate  a  ready  method  of  reporting  other  con- 
tracts not  mentioned. 

8.  Open  Contracts,  Brought  Forward,  or  Carried  Forward.    This 
return  is  in  the  form  of  a  balance  sheet,  therefore  the  open  contracts 
brought  forward  from  the  preceding  month  or  carried  forward  to  the 
succeeding  month,  as  the  case  may  be,  must  agree  with  the  position 
with  relation  to  the  exchange,  or  "on  'change,"  or  "the  street."    The 
number  of  open  contracts  at  the  end  of  the  month  may  be  verified  by 
deducting  from  the  "grand  total"  of  purchases  and  sales  (including 
"open  contracts  brought  forward")   the  number  of  "spots"  received 
or  delivered.     The  remainder  is  the  position  "on  the  street"  or  "on 
'change."    Unless  specifically  required  by  the  Commissioner,  the  open 
contracts  with  relation  to  customers'  position  must  not  be  reported. 
Unsigned  contracts  must  be  included  in  the  transactions  of  the  next 
business  day. 

9.  Settlements.    For  the  purposes  of  the  regulations  and  the  form 
of  return,  a  "settlement"  is  either  the  actual  delivery  or  receipt  of  the 
product,  or,  in  case  of  a  purchase  and  sale,  or  "round  turn,"  the  match- 
ing of  such  purchase  against  such  sale,  resulting  in  an  "offset"  or  "set- 
off"  either  directly  between  the  buyer  and  seller,  or  through  a  clear- 
ing house,  or  otherwise,  as  variously  known  in  the  different  localities 
and  enumerated  on  the  face  of  the  return.    Therefore,  except  in  cases 
of  actual  delivery  or  receipt  of  the  product,  settlements  against  pur- 
chases must  balance  settlements  against  sales,  for  a  settlement  is  the 
matching  of  a  purchase  against  a  sale. 

10.  Deliveries.    When  a  contract  is  fulfilled  by  the  actual  receipt  or 
delivery  of  the  product,  or  "spot"  or  "cash,"  such  a  settlement  must  be 
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reported  in  the  space  "Deliveries,"  against  contracts   "Bought"   or 
"Sold,"  as  the  case  may  be. 

11.  Transferable  Notices,  or  Contracts  Settled  by  "Notice."    Ex- 
cept in  cases  of  settlements  by  "Notices  issued"  or  "Notices  stopped" 
(which  are  to  be  treated  as  deliveries  and  so  reported  in  the  space 
"Deliveries"),  all  settlements  of  contracts  by  "Transferable  notices 
passed,"  or  by  "Notice,"  are  to  be  reported  in  the  space  "Transferable 
notices  passed,"  the  figures  under  both  "Bought"  and  "Sold"  columns 
to  be  indentical,  as  is  likewise  the  rule  in  all  other  "offset"  settlements. 
In  cases  of  transferable  notices  resulting  in  "offset"  settlements  in  the 
clearing  house,  such  "offset"  settlements  are  to  be  reported  as  "Trans- 
ferable notices  passed,"  and  the  number  of  offset  settlements  by  the 
clearing  house  is  therefore  to  be  accordingly  reduced. 

12.  Other  "Offset"   Settlements.    All   other   "offset"    settlements 
are  to  be  reported  in  the  spaces  provided  for  that  purpose,  viz. : 

13.  Settlements     Through     Clearing     House.    Contracts     settled 
through  a  clearing  house  or  clearing  association  by  "offset,"  as  above 
described,  are  to  be  reported  in  the  space  "Clearing  house  or  associa- 
tion."   Exceptions:  "Notices  issued,"  "Notices  stopped,"  or  "Spots," 
or  "Cash,"  or  "Transferable  notices  passed,"  or  "Notice."     (See  para- 
graphs 10  and  n,  above.) 

14.  Direct  Settlements,  "Offsets"  etc.     If  a  person,   A,   makes 
a  sale  to  another  person,  B,  and  thereafter  purchases  a  like  quantity 
of  the  same  product  for  the  same  month  of  delivery  from  B,  or  vice 
versa,  and  "sets-off"  or  "offsets"  such  purchase  against  such  sale — 
that  is,  makes  a  settlement  thereof  "direct"  with  B — the  purchase  and 
sale  are  to  be  entered  in  the  respective  columns  and  the  settlement 
thereof  is  to  be  reported  in  the  space  "Direct  settlements,"  "Offsets," 
etc. 

15.  Rings.    A  "ring"  settlement  is  effected  through  at  least  three 
persons.    Thus:   A  makes  a  sale  to  B  and  then,  or  thereafter,  pur- 
chases a  like  quantity  of  the  same  product  for  the  same  month  of 
delivery  from  C.    Now  if  B  sells  to  C  it  is  obvious  that  the  contracts 
of  A,  B,  and  C  can  be  settled  by  the  ringing  method — by  whatever 
name  or  term  called — a  principle  well  understood  in  all  exchanges. 
The  principle  may  be  extended  indefinitely.     A  "ring"  may  result 
from  the  usual  course  of  trade  or  a  person  may  "give  a  ring."     In 
either  event  the  tax  applies  equally  to  the  sales  in  "rings"  resulting 
from  the  regular  transaction  of  business. 

16.  "Pair    Off"    "Matched"    or   "Crossed"    Trades.    In    case   a 
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person  is  both  buyer  and  seller,  or  such  person  "pairs-off"  or 
"matches"  or  "crosses"  the  sale  of  one  customer  with  or  against  the 
purchase  of  another  customer,  return  is  to  be  made  of  such  purchase 
and  sale  in  the  respective  columns  and  the  settlement  thereof  is  to 
be  reported  in  the  space  "Pair  off,"  etc. 

17.  "Pass    Outs,"    "Scratch"    or    "Transferred"    Trades.      (See 
paragraph  (3),  Article  33,  of  Treasury  Regulations  No.  40,  Revised.) 
Return  of  such  transactions  must  be  made  entering  by  interlining  in 
red  ink  the  purchases  and  sales  in  the  respective  columns,  and  the 
settlements  therefor  are  to  be  reported  in  red  ink  in  the  space  "Pass 
outs,"  "Scratch,"  or  "Transferred"  trades. 

18.  "Give    Ups,"    "Brokerages,"    "Clearances."     If    any    person, 
A,  whether  or  not  accustomed  to  clearing  his  own  contracts,  makes 
contracts  executed  as  brokerages  or  commission  business,  or  as  a 
"clearance"  for  his  own  account,  or  otherwise,  and  thereafter  "gives 
up"  such  contracts  to  another  person,  B,  to  clear,  carry,  or  settle, 
return  of  such  transactions  must  be  made  by  A,  entering  by  inter- 
lining in  red  ink  the  purchases  and  sales  in  the  respective  columns, 
and  the  settlements  therefor  are  to  be  reported  in  red  ink  in  the  space 
"Give  ups,"  against  "Brokerages"  or  "Clearances,"  as  the  case  may  be. 

19.  "Privileges,"    "Deferred    Acceptance    Contracts,"    "Offers" 
"Puts  and  Calls,"  etc.      Separate  returns  are  required  for  this  class 
of  business.     (See  paragraph  6,  above.)     Return  of  such  transactions 
must  be  made,  entering  the  purchases  and  sales   in  the  respective 
columns,  and  the  settlements  therefor  are  to  be  reported  in  the  space 
"Privileges,"  etc.,  against  "Option  expired,"  or  "Option  exercised," 
as  the  case  may  be.     When  the  "option  is  exercised,"  or  the  "offer 
is  made  good,"  the  tax  having  already  been  paid  and  accounted  for 
under  a  separate  return,  as  required,  such  contracts  then  automatically 
become  a  part  of  the  other  future  delivery  contracts  and  must  be 
reported  as  such,  entering  by  interlining  in  red  ink  (to  indicate  the 
inclusion  in  the  former  return  of  "Privileges"  and  also  to  show  that 
the  tax  has  already  been  paid)  the  purchases  and  sales  in  the  respec- 
tive columns,  and  the  settlements  therefor  are,  of  course,  to  be  reported 
in  the  ordinary  manner,  depending  upon  the  method  of  settlement. 

20.  Settlements  by  Other  Methods.     Return  is  to  be  made  of  all 
purchases  and  sales  in  the  respective  columns,  and  the  settlements 
thereof,  however  settled,  if  made  by  other  methods  than  those  enumer- 
ated herein,  are  to  be  reported  in  the  space  "Other  methods,"  with 
notations  fully  explanatory  of  such  settlements. 
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21.  Summary:    Origin   of    Orders.     The   origin    of    the    orders 
(meaning  the  address  of  the  person  whose  account  is   debited  or 
credited   and   whether   in   the   United    States   or    foreign   country) 
executed  during  the  current  month  and  to  be  reported  in  this  space 
and  summarized. 

22.  Regulations  and  Penalties.     For  further  information  regarding 
these  matters,  see  Treasury  Regulations  No.  40,  Revised,  and  consult 
the  Internal  Revenue  Bureau  in  the  district  in  which  the  exchange 
is  located. 
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Account  sales  register, 

cotton  broker,  188-196 

Form,  189 

Accounting       department,        stock- 
brokers, ii,  71 

Accounts,    (See    also     "Customer's 
account") 

payable,  customer's,  cotton  broker, 

193,  245 
Accruals,  should  not  be  omitted  from 

books,  154 
Active  box,  56 

Affidavit,  for  correctness  of  return,  61 
Agency, 

broker  as,  7 

broker's  duties,  8 

duration  of  relationship,  9 
"Aggregate  value,"  61 
Analysis    journal       (See    "Account 

sales  register") 
Assets, 

balance  sheet,  157 

cotton  broker,  243 

stock-broker,  auditing  of,  277-288 
"At  three  days,"  delivery,  15 
Audit, 

cotton  broker,  295-301 

purpose  of,  271 

scope  of,  273 

stock-broker,  271-294 

B 

Balance    sheet,    (See  also   "Equity 

statement") 
cotton  broker,  243 
stock-broker,  157 

Form,  158 


Balance  to  receive  and  deliver,  100 
Balance  to  receive  and  deliver  tickets, 

87 
Bank  balances,  listed  on  ex-clearing 

house  blotter,  101 
Bankruptcy      (See  "Insolvency") 
Blotter, 
cotton  broker, 

clearing  house  or  contract,  199 

Form,  200 
produce  broker,  264 
stock-broker,  22-26 
alternating  day,  25 
balancing,  94-103 
clearing  house,  25 

Form,  96,  97 
construction,  22 
ex-clearing  house,  25,  101 

Form,  1 08,  109 
ex-clearing  house,  final   entries, 

119 
ex-clearing       house,       opening 

entries,  107 
ex-clearing  house,  when  private 

ledger  is  kept,  1 1 1 
journalizing  features,  23 
loan,  100 

ruling  and  arrangement,  24 
Bonds, 

auditing  of,  281 
purchased  or  sold, 
interest  on,  134 

Borrowed   stock   (See   "Stock,   bor- 
rowed") 

Box  record,  stock-broker,  55,  127 
Branch  office, 

cotton  broker,  231 
stock-broker,     expense     account, 
155 
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Buildings,  audit  of,  286 
Buyer, 

option,  15 

Stock    Exchange    clearing    house 
ticket,  80 


Call  or  demand, 
loans  on,  119 

auditing  of,  285 
Calls,  75 

"put  and  call"  register,  77 
Capital, 

contributions,  opening  entries  in  ex- 
clearing  house  blotter,  107 
valuation  of  securities  as,  154 
Cash     blotter       (See     "Ex-clearing 

house  blotter") 
Cash  book, 

cotton  broker,  186 
Form,  184,  185 
stock-broker,  25 

entries,  23 
Cash  delivery,  15 
Cash  item,  stock-broker,  124 
Cash  payments,  cotton  market,  177 
Cashier,  71 
Checks,   deposited  on   margin   with 

cotton  clearing  house,  211 
Chicago  Board  of  Trade,  254-268 
commodities  traded  in,  254 
grain  market,  254 
New  York  brokers'   transactions, 

255 

Chicago    Board    of    Trade    Clearing 

House,  262 
regulations,  323 
sheet, 

Form,  263 

Clearance  account,  cotton  broker,  232 
Clearance  loan,  47,  132 

equity  in,  169 

Clearing  house     (See ' '  Chicago  Board 
of      Trade      clearing    house"; 


Clearing  house — Continued 

"Coffee  and  Sugar  Exchange 
clearing  house";  "Cotton  Ex- 
change clearing  house";  "Pro- 
duce Exchange  Clearing  House"; 
"Stock  Exchange  clearing 
house") 
Closing  account,  broker  notifies 

customer,  8 
Closing  books, 

cotton  broker,  240-246 
produce  broker,  268 
stock-broker,  152-163 
Coffee  and  Sugar  Exchange,  249 

clearing  house,  251 
Coffee  broker,  250 
Collateral  loans,  45,  51,  130 
Commission, 
coffee,  250 
cotton  broker, 

for  carrying  transactions  of  other 

brokers,  232 

half-commission  basis,  232 
on  clearances  of  cotton  options, 

232 

floor  brokers,  69,  155 
New  York  Cotton  Exchange  rates, 

195 

New  York  Stock  Exchange  rates, 

3«7 

paid  by  customer,  9 

Produce  Exchange,  250 

received    by    broker,     constitutes 
income,  155 

stock-broker, 

bill  memorandum  book,  69 
entered  on  clearing  house  blotter, 
95,  127 

sugar,  251 
Commitments,     "puts    and     calls," 

73 

Commitments  record  based  on  pur- 
chases and  sales  sheet,  67 

Comparison  department,  stock- 
broker, 67 
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Comparisons,  Stock  Exchange, 
clearing  house  transactions,  79 
commission       bill     memorandum 


rules,  67 
Contract  book, 

cotton  broker,  179-183 

Form,  181 

Contract  Differences  account, 
clearing     house     adjustments, 

213 

cotton  broker,  188,  191 
cotton    market    method    of    pay- 

ments, 177 
customers'     books     and     clearing 

house  books  must  be  adjusted, 

215 

explained,  182 

point   balance   method   of   recon- 

ciling, 217-224 
produce  broker,  268 
Contracts, 
coffee,  250 

cotton  clearing  house,  197-213 
cotton, 

carried  over  from  day  previous, 
209 

cost  of,  236 

limit  of,  235 

purchase  and  sale  of,  198 

spot  transactions,  234-239 
falling    due    on    holidays,    Stock 

Exchange  rules,  15 
produce, 

accounting  methods,  257 

blotter  for,  264 

direct  settlement,  258 

New  York   Produce  Exchange, 

249 

ring  settlements,  259 
settlement  book,  268 
settlement  of,  258 
settlement  prices,  261 
stock-broker's  duties,  8 


Corporations, 
origin  of,  4 

speculation  in  securities  of,  5 
Cotton,  grades  of,  236 
Cotton  broker, 
accounting  methods,  178 
adjusting  entries,  240 
assets,  243 

audit  of  books,  295-301 
balance  sheet,  243 
branch  offices,  231 
carrying    transactions    for    other 

brokers,  232 
cash  book,  186 

clearing  house  records,  197-213 
closing  books,  240-246 
contract  differences,  177,  182,  188- 

191 

customers  ledger,  183 
does   not   always   clear   or   carry 

commitments,  232 
expenses,  241 
financial  statement,  243 
general  ledger,  183 
half-commission  basis,  232 
income,  241 
insolvency,  245 
insurance    and    interest    in    spot 

transactions,  238 
liabilities,  244 
net  interest,  230- 
"point  balance"  method  of  recon- 
ciling      Contract       Differences 
account,  217-224 
records  must  be  up  to  date,  214 
spot  register,  239 
spot  transaction,  234-239 
storage  and  labor  in  spot  transac- 
tions, 238 

table  of  equities,  245 
Cotton  exchange,  5 
floor  brokers,  232 
New  York, 
commission  rates,  195 
rules,  177 
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Cotton    Exchange    clearing    house, 

197-213 

acts  as  intermediary  in  sales,  228 
blotter,  199 
Form,  200 

contract  differences,  213 
first  day  clearing  house  sheet,  203 

Form,  204 
history,  197 
interest  on  margin,  212 
memoranda  of  purchase,  201 

Form, 201 
memoranda  of  sales,  202 

Form,  202 

original  margins,  21 1 
purchases  and  sales  book,  199 
rules,  316 
second  day  clearing  house  sheet, 

206 

Form,  207 
settling  prices,  202 
variation  margins,  212 
Cotton  futures,  175 

Cotton  Exchange  rules,  177 
"differences"  system  of  accounts, 

177,  182 

speculation  in,  226 
Cotton  market,  175 

system  of  payments,  177 
Cotton     mill    operators     use     spot 

market,  225 

Cotton  planter,  direct  sales  by,  225 
Cottonseed-oil  futures,   New  York 

Produce  Exchange,  249 
Coupons,  bonds  as  collateral,  131 
Creditor,  broker  as,  7 
"Crossed,"  purchase  or  sale,  62 
Customer, 

commission  paid  by,  9 

defined,  32 

duties,  8 

notices  received  of  purchase  or  sale, 

72 

relation  of  broker  to,  7 
responsibilities  to  broker,  9 


Customer's  account, 
cotton  broker, 

account  payable,  193,  245 

account  sales  register,  188-196 

contract  book,  179-183 
Form,  181 

Con  tract  Differences  account,  182 

deliveries,  225-239 

ledger,  183 

margin  record,  179 

purchases  and  sales  record,  199 

records,  178 

statements,  194 
produce  broker,  255-268 
stock-broker,  141-151 

amply  margined,  9 

audit  of,  280,  291 

balancing  blotters,  94-100 

dividends,  148 

equity  statement,  159-163 

hedged  account,  28 

increments  credited  to  customer, 
148 

interest  charges,  141-147 

ledger,  27 

margin  record,  33,  117 

monthly  statements,  141 
Form,  145 

notices  sent,  71 

premium  for  lending  stocks,  148 

purchase  and  sales  memoranda, 
basis  of,  141 

purchases  and  sales,  1 1 1 

routine  records,  116 

"short"  account,  8 

"short"  sale,  8 

stock  margin  record,  33 

sundry  debits  and  credits,  148 

when  closed,  9 


Day  Branch,  Stock  Exchange,  opera- 
tions, 90 
Day  loan  (See  "Clearance  loan") 
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Deliveries,  (See  also  "Purchases  and 

sales  ") 
cotton,  225-239 

adjustment   between    purchases 
and  notice  price,  229 

direct  sales,  225 

direct  purchases,  225 

expiration  of  options,  230 

hedging,  226 

notice  of,  227 

notice  to  clearing  house  sent,  228 

sales  for,  actual,  229 

spot  transactions,  234 

straddle  transactions,  227 
produce,  settlement  prices,  261 
stock, 

alteration  of  contract,  139 

clearing  house,  85 

contracts  falling  due  on  holidays, 

15 
entered  on  clearing  house  blotter, 

99 

failure  to  deliver,  137 

failure  to  deliver,   bookkeeping 

treatment  of,  138 
kinds  of,  15 
prices,  86 

Receive  and  Deliver  tickets,  87 
three-day  contracts,  15 
Demand  (See  "Call  or  demand") 
"Depot"  box,  55,  127 
Depreciation, 
securities  as  capital,  154 
securities  held  by  broker,  282 
Differences  account  (See  "Contract 

Differences  account") 
Direct  purchases,  cotton,  225 
Direct  sales,  cotton,  225 
Direct   settlement,    produce   broker, 

258 

Dissolution  (See  "Insolvency") 
Dividends, 
auditing  of,  287 

broker  becomes  registered  holder 
to  secure  dividends,  135 


Dividends — Continued 

credited  to  customer's  account,  148 

due  bills,  136 

ex-dividends,  135 

transfer  records,  64 
Due  bill  for  stock  selling  ex-dividends, 
136 

E 

Equity, 

cotton  brokers',  245 

customers',  in  deposited  securities, 

169 

in  clearance  loans,  169 
in  collateral  loans,  131 
in  securities  of  insolvent  firm,  167 
Equity  statement,  (See  also  "Balance 

sheet") 
stock  broker's,  159-163,  164 

Form,  1 60,  161 
Equity  system, 

stock  broker's  margin  record,  34 
Ex-clearing  house, 
accounting  of  issues,  19 
blotter,  25,  101 

Form,  108,  109 
cash  entries,  25 
final  entries,  119 
method  when  private  ledger  is 

kept,  in 

opening  entries,  107 
posting,  1 02 
issues  borrowed,  47 
transactions  compared,  67 
Ex-dividends,  135 
Expenses, 

cotton  broker,  241 
stock-broker, 
accounts,  155 
items  of,  152,  155 
omitted  from  books,  153 
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Failure  to  deliver, 
stock-broker,  92,  137 

alteration  of  contract,  139 
bookkeeping  treatment,  138 
Financial  statement,  cotton  broker, 

241 

Financing, 

stock-brokerage  business,  112 
stock- brokers'  purchases,  124 
Floor  brokers, 

Cotton  Exchange,  232 
Stock  Exchange,  69 

commission  account,  155 
Furniture  and  fixtures,  auditing  of, 

286 

Future  delivery,  (See  also  "Cotton 
futures";      "Cottonseed-oil     fu- 
tures"; "Grain  futures") 
Internal  Revenue  rulings,  268,  335 


General  ledger, 

cotton  broker,  183 

stock-broker,  28 

Good  delivery  of  stock,  defined,  135 
Grain  futures,   New  York  Produce 

Exchange,  249 
Grain  market, 

Chicago  Board  of  Trade,  254 

methods  of  trading,  254 
Guaranteed    account,    stock-broker, 
auditing  of,  279 


"Hedged"  accounts,  28 

objections  to,  30 
Hedging,  cotton,  176,  226 
Holidays,  contracts  falling  due  on, 
Stock  Exchange  rules,  15 


Income, 
cotton  broker,  241 


Income — Continued 
stock-broker, 
accounting,  156 
commissions  received,  155 
source  of,  152 

Increments  credited  to  customer,  148 
Insolvency,  164-171 
cotton  broker,  245 
equity  in  securities  held  by  firm, 

167 

equity  statement,  164 
involuntary  dissolution,  167 
legal  aspects,  165 
liquidating  balance  sheet,  164 
methodof  determining  solvency,  165 
release  of  securities,  167 
voluntary  dissolution,  166 
Insurance,  charges  for,  in  spot  trans- 
actions, 238 
Interest, 

charges  for,  in  spot  transactions,  238 
customer's  account,   stock-broker, 

141-147 

entered  on  loan  blotter  of  stock- 
broker, 100,  126 
on  bonds  purchased  or  sold,  134 
on  margins,  cotton  clearing  house, 

212 

on  stock  loans,  127 

on  time  options  for  stock  bought, 

134 

rates  on  borrowed  stock,  49,  129 
Internal  revenue, 

instructions,  form  747,  335 
regulations  for  stock-brokers,  40, 63 
return  for  Produce  Exchange  trans- 
actions, 268 

rules    for    enforcement    of    stock 
transfer  tax,  60,  305 


Journal, 

cotton  broker,  188-196 
replaced  by  blotter  in  stock  broker- 
age accounting,  23 
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Land,  audit  of,  286 

Laws,  influence  of,  on  brokers'  books, 

ii 
Ledger, 

cotton  broker, 
customers,  183 
general,  183 
produce  broker,  street  ledger,  266 

Form,  265 
stock-broker,  27-32 
classification  of,  27 
customers,  27 
general,  28 

"hedged"  account,  28 
private,  32,  in 
securities,  38-44,  127 

Form,  40-41 
securities,  connection  with  money 

borrowed  book,  55 
Liabilities, 

cotton  broker,  244 
stock-broker,  152-163 

auditing  of,  289 
Liquidating      balance      sheet     (See 

"Equity  statement") 
Liquidation  (See  "Insolvency") 
Loans,  bank  and  broker's,  auditing 

of,  291 
call  or  demand,  119 

auditing  of,  285 
clearance,  47,  132 
Stock  Exchange  clearing  house 

blotter,  100 

collateral,  45,  51,  130,  131 
coupon-bearing  bonds,  131 
interest  rates,  129 
liquidated,  54 
money,  45,  51,  282 
records, 
money  borrowed  and  loaned,  51 

Form,  54 

stock  borrowed  and  loaned,  50 
Forms,  52-53 


Loans — Continued 

stock,  45-57 

stock  returns,  122 

stock  to  secure  cash,  124 

time,  131 

London  Stock  Exchange,  3 
Long  commitments, 

cotton,  176,  230 

stock,  98 
Losses,  "stop-loss"  order,  16 

M 

Margin,    (See  also    "Equity    state- 
ment") 
checks  on,  cotton  clearing  house, 

211 

coffee  and   sugar  clearing   house, 

252 

department,  stock-broker,  70 
interest  on,  cotton  clearing  house, 

212 

operations  on,  36 

original,    deposited    with    cotton 

clearing  house,  211 
record, 

cotton  broker,  179 

produce  broker,  267 

stock-broker,  33,  117 
sheets,  stock-broker,  70 

Form,  34 
trading  on,  33 
variations  in,  cotton  clearing  house, 

212 

Mark-down,  49,  132 

Mark-up,  49,  132 

Market  price,   mark-up  and  mark- 
down,  49 

"Matched,"  purchase  or  sale,  62 

Middleman,  broker  as,  4 

Mixed     accounts     (See   "'Hedged' 
accounts") 

Money  loan,  45,  51,  282 

Monthly   statement,    stock-broker's, 
141 
Form,  145 
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New   York   Coffee   and   Sugar   Ex- 
change   (See  "Coffee  and  Sugar 
Exchange") 
New  York  Cotton  Exchange  rules, 

177 
New  York  Produce  Exchange,   (See 

also  "Produce  Exchange") 
cottonseed-oil  futures,  249 
New  York  State,  stock  transfer  tax, 

58 
New  York  Stock  Exchange,  4,     (See 

also  "Stock  Exchange") 
securities  listed,  5 
Notices, 

delivery  of  cotton,  228,  229 
last  day,  230 
spot  transaction,  234 
stock-broker  to  customer,  71 
stock-broker's  record  of,  72 


Odd-lot  stock  transactions,  115 
Office  equipment,  stock-broker,  6 
"On  order,"  purchase  or  sale,  62 
Opening    entries,    ex-clearing    house 

blotter  for  stock-broker,  107 
Options,  (See  also  "Cotton  futures"; 
"Cottonseed-oil  futures"; 

"Grain  futures") 
cotton, 

classification,  in  customers  con- 
tract book,  1 80 
clearances,  232 
expiration  of,  230 
time,  134 
Orders, 
accounting  methods,  stock-brokers, 

15-21 

cotton  brokers,  178 
stock,  in 

executed  at  the  market,  15 
kinds,  15 


Orders — Continued 
stock — Continued 

notices  to  customer  from  stock- 
broker, 71 

production  record,  72 

purchase  sheets,  67 

records,  15-21,  67 
Form,  20 

routine,  121-140 

sales  sheets,  67 

statement  from  broker  for  com- 
pleted, 21 

"stop-loss,"  16 


"Paired  off,"  purchase  or  sale,  62 
Par  value  of  stocks  entered  on  stock 

transfer  return,  61 
Partnerships, 
stock-broker, 

organization,  105 
dissolution,  166 
securities  as  capital,  105 
StockExchangememberships,  106 
Philadelphia  Stock  Exchange,  4 
"Point  balance"   method  of  recon- 
ciling      Contract       Differences 
account,  217-224 

Posting  ex-clearing  house  blotter,  102 
Premium     (See  "Interest") 
Price, 
cotton, 
adjustment    of    purchase    with 

notice  price,  229 
daily  settling,  202 
settlement  of  contracts,  produce, 

261 
Stock    Exchange,    clearing    house 

deliveries,  86 

Private  ledger,  stock-broker,  32,  in 
Produce  broker, 
account  books,  253 
Chicago  Board  of  Trade,  254-268 
closing  books,  268 
contract  blotter,  264 


INDEX 
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Produce  broker — Continued 
margin  record,  267 
methods  of  settlement,  258 
New  York  broker's  Chicago  trans- 
actions, 255 

purchases  and  sales  records,  257 
records  of  Board  of  Trade  settle- 
ments, 264 

return  for  Internal  Revenue  De- 
partment, 268 
settlement  book,  268 
street  ledger,  266 

Form,  265 

Produce      Exchange,     5,     (See  also 
"Chicago     Board     of     Trade"; 
"New      York      Produce      Ex- 
change") 
Produce    Exchange    clearing    house, 

250 
Provision  market,  Chicago  Board  of 

Trade,  255    . 
Produce  market,   divided  into   spot 

and  futures,  249 

Purchase  notice,  stock-broker,  72 
Purchases  and  sales,     (See  also  "De- 
liveries"; "Orders") 
cotton  broker, 
adjustment    between    purchase 

and  notice  price,  229 
book  for,  178,  199 
clearing  house  memoranda,  201, 

202 

Forms,  201,  202 
contract  or  sign-up  slip,  198 
"differences"  system,  177,  182 
sales  for  actual  delivery,  229 
solicitor's     production     record, 

231 
produce        broker,        accounting 

methods,  257 
stock-broker, 
book,  15 
financing  of,  124 
sheet  record,  67,  141 
transactions,  121-140 


"Puts,"  73 

"put  and  call"  register,  77 


Recapitulation    sheet,    stock-broker, 

88 

Receive  tickets,  stock-broker,  87 
"Regular  way"  delivery,  stock,  15 
Representation,  on  Stock  Exchange, 

6 

Reserve  accounts,  stock-broker,  154 
Returns  of  stock  transfer  and  sale,  60 
affidavit  for,  61 
aggregate  par  value,  61 
face  or  par  value,  61 
method  of  sale  must  be  enumer- 
ated, 62 

Revenue  Act  of  1918,  60 
Revenue  stamps,  58,  126 

auditing  of  account,  280 
Revenue  tax  register, 
stock-broker,  58-66,  127 
Form,  59 
regulations,  40,  63 
returns  of  transactions  in,  60 
Ring   settlements,    produce   broker, 
259 


Sale  of  stock, 

laws,  58 

return  of,  61 

short,  48,  113,  123 

transactions,  121-140 
Sales  notice,  stock-broker,  72 
Salesmen,  production  record,  72 
Securities, 

active  box  for,  56 

as  capital,  105 

as  margin,  legal  rights,  169 

auditing  of,  280 

checking  up,  57,  283 

classification  of,  283 
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Securities — Continued 
customer's  equity  in,  169 
daily  count,  57 
depreciation  when  held  by  broker, 

282 

equities  in,  in  insolvency,  167 
"in"  or  depositing  of,  65 
listed  on  ex-clearing  house  blotter, 

101 

loaned  for  securing  cash,  124 
"out,"  66 

record  or  ledger,  38-44 
Form,  40-41 
auditing,  42,  283 
box  record,  55,  127 
relation     to     money     borrowed 

book,  55 

safe-keeping  by  broker,  55 
valuation  of,  as  capital,  154 
Seller 
Stock    Exchange    clearing    house 

ticket,  80 
option,  15 
Settling    prices,    Cotton    Exchange 

clearing  house,  202 
Settlement  book,  produce  broker,  268 
Settlements   (See  "Contracts";  "De- 
liveries") 
Short, 

commitments  on  blotter  of  stock- 
broker, 98 
defined,  28 
sales, 

cotton,  230 
stock,  48,  113,  123 
stock  ex-dividends,  136 
stock,  odd  lots,  115 
return  of  stocks  loaned,  125 
stock-broker    carries    account    for 

customer,  8 

Sign-up  slip,  cotton  broker,  198 
Solicitors, 

Cotton  Exchange,  231 
expense  account,  155 
records  of,  72,  231 


Speculation, 
cotton,  226 
development  of,  5 
Spot  market,  175 

deliveries,  225,  234 
Spot  register,  239 
Stamps,  revenue,  58,  126 
Statement  of  margins    (See  "Equity 

statement") 
Statements, 
customer's, 

cotton  broker,  194 
stock-broker,  141-151 
Stock, 

auditing  of,  280 
borrowed,  45-57 
advantages  of,  49 
auditing  of,  286 
clearing  house  blotter,  100 
clearing  house  issues,  46 
collateral  substitution,  51 
customer  entitled  to  credit  for 

premiums,  148 
ex-clearing  house  issues,  46 
interest  rate,  49,  129 
mark-up    and    mark-down,    49, 

132 

record,  50,  122 
return  of,  125 
returns,  122 
"short"  sale,  48,  113 
dividends,   broker  becomes   regis- 
tered holder,  135 
ex-dividends,  135 
failed  to  deliver,  92 
good  delivery,  135 
loaned, 

auditing  of  account,  290 
to  secure  cash,  124 
sale  of, 

"crossed,"  62 

Internal    Revenue    Regulations 

No.  40,  63 
laws  for,  58 
"matched,"  62 


Stock — Continued 
sale  of — Continued 

monthly    returns    to     Commis' 
sioner  of  Internal  Revenue,  60 

"on  order,"  62 

"paired  off,"  62 

routine  of  transactions,  121-140 
tax  on  sale  or  transfer,  58 
title  to,  transfer  of,  64 
transfer  law,  58 

federal  rules,  60 
transfer  register,  64 

Form,  65 
Stock-brokers'    accruals    should   not 

be  omitted  from  books,  154 
Stock-broker, 

agency  relationship,  7 

when  consummated,  9 
as  creditor,  7 
as  middleman,  4 
as  trustee,  7 
auditing,  271-294 
blotter,  22-26 
cannot  overborrow  on  customer's 

securities,  9 
cash  basis,  153 
clearing  house  balance,  88 
clearing  house  issues,  19 
closing  books,  152-163 
denned,  3 
duties,  8 

ex-clearing  house  issues,  19 
expenses,  I55i/ 
floor,  69 
income,  156 
income  statements,  155 
influenced     by     state     laws     and 

Exchange  rules,  1 1  / 
lack  of  scientific  methods,  153 ,/ 
ledgers,  27-32 

loose-leaf  vs.  bound  book,  18 
money  borrowed  and  loaned  book, 

51 

Form,  54 
office  equipment,  6 


Stock-broker — Continued 

order  records,  15-21 

"put  and  call"  register,  77 

records,  13,  67-77 

relation  to  customer,  7 

renders  an  accounting  to  customer, 
8 

reserve  account,  154 

revenue  tax  register,  58-66 

securities  record,  38-44 
Form,  40-41 

statement   to   customer   for   com- 
pleted order,  21 

stock  borrowed  and  loaned  book, 

50 

Form,  52-53 

stock  borrowed  and  loaned  book, 
reconciled  with  securities  ledger, 

51 

stock  transfer  register,  64 

uniformity  among,  12 

valuation      of      securities      when 

capital,  154 

Stock  brokerage  business, 
capital,  105 
clearing  house  department  records, 

70 

financing  of,  112 
history,  3 
opening  entries  in  ex-clearing  house 

blotter,  107 
organization,  105 
partnership  contributions,  105 
securities  as  capital,  105 
Stock  Exchange  memberships,  106 
Stock  Exchange  seat  account,  106 
transactions,  104 
Stock    Exchange,    (See   also    under 

names  of  places,  as  "London," 

"New  York,"  etc.) 
commission  rates,  307 
comparison  rules,  67 
history,  3 
London,  3 
memberships,  106 
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Stock  Exchange — Continued 
member's  seat  account,  106 
member's  seat,  disposal  of,  bank- 
rupt, 170 
New  York,  4 
Philadelphia,  4 
representation  on,  6 
rules,  9 

rules  influence  broker's  books,  1 1 
transactions,  how  negotiated,  6 
Stock  Exchange  clearing  house, 
accounting  of  issues,  19 
balancing  stock  sheet,  85 
blotter,  25 

Form,  96,  97 

agrees  with  sheet,  94 

balancing,  94-100 

commissions  entered  on,  95,  126 

deliveries  entered  on,  99 

loans,  100 

taxes  entered  on,  95 
broker's  balance,  88 
Day  Branch,  90 
deliveries,  85 

"failed  to  deliver"  stocks,  92 

prices,  86 

tickets,  87 
importance,  78 
issues  borrowed,  47 
methods,  79 

rules  of  the  Stock  Clearing  Cor- 
poration, 310 
sheet,  80 

Forms,  81,  83 

balancing  of,  84 

blotter  agrees  with,  94 

broker's  balance,  88 

recapitulation,  89 
Form,  83 

Receive  and  Deliver  tickets,  87 

supplementary,  82 
tickets,  71,  179 
transactions  compared,  79 
Stock  transfer  tax,  58,  60,  305 
"Stop-loss"  order,  16 


"Stopped"  notice  of  cotton  delivery, 

227,  228 

Storage,  cotton,  238 
Straddling,  cotton  speculation,  227 
Street  ledger,  produce  broker,  266 

Form,  265 
Substitution    method   for    collateral 

stock,  51 
Sugar  broker,  251 


Table  of  equities    (See ' '  Equity  state- 
ment") 

Take-off  sheets,  283 

Tax, 

entered  on  clearing  house  blotter,  95 
stock  transfer,  58,  305 

Tax    register    (See    "Revenue    tax 
register") 

Three-day  delivery,  15 

Tickets,    Stock    Exchange    clearing 
house,  79 

Time  options,  interest  on,  134 

Title  to  stock,  transfer  of,  64 

Transactions, 

cotton  broker,  classified  according 

to  options,  1 80 
stock-broker, 

purchases  and  sales,  121-140 
operating  methods,  104-121 

Transfer  of  stock,  laws,  58,  305 

Trustee,  broker  as,  7 


United  States  Internal  Revenue  rules 
for  enforcement  of  stock  transfer 
tax,  60,  305 


Valuation,  securities  as  capital,  154 
W 

Warehouses,  cotton,  238 
Weight,  cotton,  235 
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